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the busier you are... 
the more you'll like 


LAWRENCE! 


... because saving your time 
is such an important 
ingredient of our service 


Most employment agencies do a lot of talking about 
their screening procedures. We don’t. Our careful 
screening plan speaks for itself... in results. 


Results for our clients because it saves them 
valuable time and produces the kind of 
high-type, competent personnel they want. 


Results for us because it is continually 
winning new clients and keeping old ones 
coming back year after year after year. 


May we have the opportunity to prove 
how smoothly it can work for you? 


And, of course, we are 


ACCOUNTANT-STAFFED 
—another advantage 
for you and your clients. 


FOR OVER 15 YEARS, SERVING THE ACCOUNTANT 
AND HIS CLIENTS IN THE PLACEMENT OF PERSONNEL IN 
THE ACCOUNTING, BOOKKEEPING AND OFFICE PERSONNEL FIELDS 


Call Mr. Daniel Roberts at 
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—any business and Meinhard. Why? Because 
our service is “old line” factoring—not just 
accounts receivable financing. We buy re- 
ceivables without recourse for credit failure, 
handle all collections and bookkeeping. 
Several of your clients might appreciate your 
telling them how they can combine their 
production talent with Meinhard’s financial 
resources and credit know-how. Contact us 
for full information. 


meinhard 


& company inc. Factorin 
390 4th Ave, NL. 16-OR 93360 


meinhard WESTERN INC. 
400 South Beverly Drive, Beverly Hills, California 
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Not long ago, a special analysis ap } 
peared in the Journal of Accountaney 
which created considerable interest. 
Its title was, “How to Meet Today’s 
New Financial Requirements Through 


Modern Factoring.” Its subject is 


especially applicable today, as_busi- 


nessmen prepare financially for the 
REQUIREMENTS THROUGH | coming upswing in the economy. 
MODERN FACTORING 
| Because of the great number of re- i 
Tne JOURNAL, OF ACCOUNTANCY quests we have received for copies of 


the analysis, we recently reprinted it 
| in booklet form. We are pleased to 
) make it available without cost or obli- 


| gation to members of the accounting : 


Commerciat Factors Corporation | 


profession. 


In addition, we invite you to write 
for copies of “The Business Growth 
Plan,” a 16-page booklet designed for 
distribution to your clients. It de- 
scribes in non-technical language 
how factoring, a specialized form of 
commercial financing, provides five 
major requirements for sound and 
profitable business growth. 


For FREE copies, please address your request, specifying 
the publication and the quantity desired, to: 


Mr. Walter M. Kelly, President 
COMMERCIAL FACTORS CORPORATION 
One Park Avenue 

New York 16, N. Y. 


394 When writing to advertiser kindly mention The New York Certified Public Accountant June 


| 
| 
| 
BUSINESS § 
GROWTH 
Commercial. Factors Corporation | 


une 


THE NEW YORK 


ertified RP... 


BenJAMIN NEwMAN, CPA, Managing Editor 


EDITORIAL BOARD 


Max Brock, CPA, Chairman GarLanp C. Owens, CPA 
Oscar S. GELLEIN, CPA Irvinc SCHREIBER, CPA 
Ricuarp S. CPA Cart J. Stmon, CPA 

ALBERT Krauter, CPA Freperick W. Wutrinc, CPA 


VoLt. XXIX June 1959 No. 6 


@ The President's: Page—Thomas Higgins,.CPA 413 
Internal Control and Defaleations—Charles A. Stewart, CPA 415 
e Accountancy Legislation—1959—Mark E. Richardson, CPA 422 
@ Internal Control, Audit Trail, and Electronies—Kenneth G. Cadematori, CPA....... 426 
¢ Auditing School Districts in New York State—Joseph M. Cunningham, CPA......... 439 


¢ Departments— 


Accounting News and Trends—Charles L. Savage, CPA.........cccccccccccccccoees 396 
New York State Tax Forum—Bernard Barnett, CPA... ...cccccccccevecscvvacvesesce 447 
Accountine.at the. SEC—Louis’ H. Rappaport: GP 449 
Administration of a ‘CPA Practice—Max Block, CPA 451 
Payroll ‘Tax Notes—Samuel S. Resse 455 
Federal Income Taxation—Richard S. Helstein, CPA, and the Committee on 

Federal Taxation, Herbert M. Mandell, CPA, 457 


Society and Editorial Offices: 355 Lexington Avenue, New York 17, N. Y. 
(Copyright, 1959, by The New York State Society of Certified Public Accountants) 


The matters contained in this publication. unless otherwise stated, are the statements 
and opinions of the authors of the articles, and are not promulgations by the Society. 


h AS 
1€ 
e- 
of 
| 
| 
it 
to 
li- 
| 
| 
ng 
| 
| 
| 
| 
| 
| 
| 
| 
| | > 


Accounting News And Trends 


Portrait of the Corporate Controller 

The personal characteristics of the 
corporate controller as gleaned from a 
survey of the Controllership Foundation 
are presented in the third of a 3-part 
series by Herbert F. Klingman (THE 
CONTROLLER. February 1959). Some of 
the findings can be summarized as 
follows: 

1. Age and Experience. The typical 
control executive is 45 years of age. 
This was the mid-point of the age class 
41-49 years. which accounted for 39 
percent of the survey response. A pre- 
ponderant majority had had over 20 
years experience at the time of the sur- 
vey with 41 percent reporting over 30 
years of full-time work experience. 
Most control executives had had_be- 
tween 9 and 16 years of experience in 
management (executive, supervisory ) 
positions prior to taking the job held 
at the time of the survey. 


2. Public Accounting Factor. Slightly 
more than half of the control executives 
responding had had some nonsuper- 
visory experience in public accounting. 
Only 17 percent had had senior or su- 
pervisory experience in public account- 
ing and 34 percent were CPAs. 

The fact that 48 percent of control 
executives have had no experience in 
public accounting is rather surprising. 
Of some interest also is the fact that it 
is among the younger group that CPAs 


ACCOUNTING NEWS AND TRENDS is con- 
ducted by Cuarves L. Savace, CPA. He 
is presently serving as a member of our 
Society's Committee on Legislation. 
Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Division of St. Francis College. 
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are more heavily represented and non- 
supervisory public accounting experi- 
ence is more frequently a factor. 

3. Education and Training. Seventy 
percent of the control executives were 
college graduates and almost 40 percent 
of this group have completed one or 
more years of graduate study. The 30 
percent who did not complete a four- 
year undergraduate college program re- 
ported some collegiate work. supple: 
mented by individual study and com- 
pany training programs. The popular 
major fields of college study were: 
Accounting (41%), General Business 
Administration (18%), Finance (17%) 
and Economics (139%). 


Prohibition Against Competitive 

Bidding 

The California Society of CPAs has 
adopted a rule of professional conduct 
that prohibits competitive bidding. A 
special committee of the Society met to 
consider the problems that may arise 
out of this rule and issued‘a “Statement 
on Competitive Bidding” which was 
published as a supplement to that So- 
ciety’s CPA NEWSLETTER (April 1959). 

The committee did not deem it advis- 
able to determine a precise definition 
of competitive bidding, pointing out that 
generally a member knows if he is bid- 
ding competitively on a basis of price 
alone against other practitioners. CPAs 
are always in competition on a profes- 
sional service basis in terms of skills 
and knowledge, but when price becomes 
the dominating factor then competitive 
bidding is involved. 

The committee conceded that in a few 
cases (1) it is possible for a member 
1o submit an estimate without knowledge 
that others are also submitting price 
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STANLEY PUHMAN, 
Secretary-Treasurer, 
Sterling Factors 
Corporation, 


“Our Salional System 


A NATIONAL SYSTEM provided Sterling 
Factors’ Corporation with time- and 
money-savings almost immediately. 
This concern has devoted over a quarter 
of a century to cial fi 


saves us ‘13,030 a year... 


pays for itself every 11 months! ”’sterting Factors Corp. 


“Up-to-the minute record keeping and better control of our 
business required the installation of the National System,” 
writes Stanley Puhman, Secretary-Treasurer, Sterling Factors 
Corporation. “‘Our National System provides us with tremen- 
dous man-hour saving per month! 

“A National System proved to be a MUST in the operation 
and control of our business, since current balances are essen- 
tial for proper analysis and control. The National System 
printed records are extremely clear and legible as contrasted 
with our old pen and ink method. End of the month statements 
are mailed ten days earlier than previously which is a further 
service to our customers and helps to build goodwill. We 
are enjoying a 200 percent increase in volume today without 
additional clerical operating cost! 

‘We consider the National System to 
be a vital factor in lowering and stabiliz- 
ing over-head operating costs. It did ex- 
actly this for us. Our National System 
saves us $13,530 a year... pays for itself Secretary-Treasurer 
every 11 months!” Sterling Factors Corp. 


THE NATIONAL CASH REGISTER COMPANY, Dayton 9, Ohio 


1039 OFFICES IN 121 COUNTRIES 
75 YEARS OF HELPING BUSINESS SAVE MONEY 
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New York City, New York 
Your business, too, can benefit from 
the time- and money-saving features 
of a National System. Nationals pay 
for themselves quickly through sav- 
ings, then continue to return a regular 
yearly profit. Nation- 
al's world-wide serv- 
ice organization will 
protect this profit. 
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Our 19th Year 


William 
Schnuer, 
BBA-MBA 
“IT can help you secure 
Dependable 
hard-to-get male and 
female personnel” 


Our highly skilled staff 

of personnel specialists 

can solve your needs as 
well as your clients’. 


* Public 
Juniors, Semi-seniors, Seniors 


* Internal 
Treasurers, Comptrollers, Tax, 
Budget, Cost, Chief, Systems. 
Auditors 


* Bookkeepers—Office Managers 
Full Charge and Assistants 


For prompt, efficient 
service, call 


BRyant 9-7664 


PLOYMENT AGENCY 
OO West 42nd St. 
New York 36 


estimates, and (2) the client may. with- 


|out the knowledge of a member, be 


seeking to place his work on the basis 
of the lowest price. Under such circum. 
stances a member is not bidding com- 
petitively. The committee expressed con- 
fidence that there would be few mem- 
bers who would consciously bid and 
‘hide” behind the statement that they 
did not know that others were submit- 
ting estimates. 

While planning to hold further meet- 
ings to discuss the new rule and explain 
it to the members of the Society, the 
committee unanimously adopted this 
policy: 

1. Competitive bidding is deemed to 
be detrimental to the public interest and 
to clients of professional accountants. 

2. A member shall not knowingly, 
directly or indirectly, enter into bidding 
on a competitive price basis for any 
type of professional service. 

3. The fact that a practitioner is 
solicited to make an offer to perform a 
service for a stipulated fee may be pre- 
sumptive that similar offers are being 
solicited from other public accountants, 
and it is incumbent upon the member 
to assure himself to the contrary before 
making an offer to perform such ser- 
vices. 

4. The new Rule No. 17 does not pre- 
clude furnishing estimates of probable 
costs at per diem rates and a maximum 
fee in instances where the accountant 
has assured himself that such rates do 
not constitute a competitive bid. 

Of particular interest to the CPA re- 
quested to submit a competitive bid are 
two letters drafted by the Committee in 
which the accountant points out to the 
party requesting the bid, the professional 


APPRAISALS | 


NATIONAL ORGANIZATION OF 
APPRAISAL ENGINEERS 
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impropriety of such action in a manner 
that should enlist the respect of the 
prospective client. Since many of these 
hids are solicited by governmental 
bodies, one of the letters makes specific 
reference to the statement issued jointly 
by commitiees of the Municipal Finance 
Officers Association and the AICPA. 


CPA Societies and Government Service 

By appointing a past president of the 
Illinois Society of CPAs to the Munici- 
pal Audit Advisory Board, Governor 
Stratton has given further support to the 
belief that government administrators 
can receive vital assistance from pro- 
fessional accountants. This Board, 
whose function is to act as advisers to 
the Auditor of Public Accounts in mat- 
ters pertaining to municipal audits, al- 
ready has three CPAs on it and one of 
them is serving as chairman. (THE 
Inuinois Society OF CPAs NEWSLET- 
TER, March 1959.) 


Cooperation Between Governmental 

Bodies and CPAs 

Another example of cooperation be- 
tween a governmental body and a pro- 
fessional association is set forth in THE 
Orecon CPA (April 1959). The item 
cites the lead story in one of the import- 
ant Oregon papers which stated: “Every 
now and then an organization does an 


FINANCING 


ACCOUNTS RECEIVABLE 
* 


NON NOTIFICATION 
ALSO 
MACHINERY LOANS 


Liberal Advances 
Reasonable Rates 


Our skilled financial advisors are 
available at all times. No obligation. 


Delra 


Trading Corporation 


147 WeEsT 42ND STREET 
NEw YorK 36, N.Y. 


Mr. Altman — LOngacre 3-4127 


outstanding public service worth bring- 
ing to the attention of the public. The 
Oregon Society of CPAs did such a 
service for the Senate Taxation Com- 
mittee this week at the committee's re- 
quest as it began study of the six major) 
lax proposals before the session.” | 

The Society’s Taxation Committee! 
reviewed many 1957 income tax returns’ 
and computed the tax which would have 
been due under the six major bills. 
No attempt was made to suggest tax 
policy, for the sole purpose of the study 
was to give the legislators an idea of) 
the tax impact of the various proposals| 
and point out inequities and technical] 
flaws. 


ACCOUNTANTS 


We have prepared a small bro- 
chure entitled, ‘“The 3 Principal 
Reasons for an Appraisal Re- 
port Today.” 


A free copy will be mailed 
at your request. 


APPRAISAL AFFILIATES, INC. 
335 Broadway, New York, N. Y. 
BA 7-3571 


Investment 


Information 


42 Broadway 
41 New York 4, N. Y. 
Digby 4-7140 


JUSTIN JACOBS 
Peter P. McDermott & Co. 
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Less Expense and More Efficiency 

with Duplicating Systems 

Higher office salaries, expanded 
fringe benefits, coffee breaks and a short- 
er work week have increased greatly 
the per hour salary cost of office em- 
ployees. In addition, the shortage of 
office help has tended to increase em- 
ployee turnover with an attendant re- 
duction in efficiency. Hence there is a 
need to find less costly and more effec- 
tive ways of handling paper work. 

To achieve the twin goals of less ex- 
pense and more efficiency, duplicating 
systems have been adopted in ever in- 
creasing numbers in recent years. Bas- 
ically, these systems eliminate the un- 
necessary re-writing of data and the 
checking thereof, and provide an ade- 
quate supply of prompt and_ legible 
copies for all purposes. 

The once-only writing accomplish- 
ment is achieved by using a master, a 
duplicating machine and the required 
forms. A “master” consists of two 
sheets of paper—one on which one 
types and one which has spirit carbon 
on its face. The original sheet, with or 
without its spirit carbon sheet. is also 
referred to as the master. A negative 
or reverse impression is transferred 
automatically from the front of the 
spirit carbon sheet to the reverse of the 
original by typing or by hand writing. 
The result is much the same as that 
which would occur if a typist were to 
reverse a carbon while preparing cor- 
respondence. 

With the spirit carbon impressed on 
its reverse side, the typed sheet or hand- 
written sheet is next quickly and easily 
fastened on the drum of the duplicat- 
ing machine, carbon image up. A form 
is fed into the duplicator, a roller coats 
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Letters to the Editor 


it with duplicating fluid, and, in this 
moistened condition, it is advanced to 
another roller which presses the form 
against the master. Each complete revo- 
lution of the drum transfers all of the 
data on the master to one form. The 
master is then removed from the ma- 
chine and retained for later use (with 
or without the spirit carbon sheet), or 
is destroyed. Since no drying time is 
necessary, the duplicated forms are now 
ready for immediate distribution to 
parties concerned. 

It is interesting to note that, in some 
systems, the master may be prepared 
using purple, red. green er black car- 
bon. This is useful in certain account- 
ing reports where negative figures are 
shown in red. Further, credit invoices 
may be prepared easily by using a 
master with red carbon. The potentiali- 
ties of a duplicating system may be 
grasped by a careful consideration of 
the expense saved and efficiency gained 
as a result of using the following more 
or less typical duplicating system for 
the handling of sales orders when stock 
is available for shipment. 

When a sales order is received, it is 
edited by responsible parties for nomen- 
clature, errors. credit approval, etc., and 
a sequence order number is assigned 
and recorded. It is then given to an 
order typist who types on the master 
all of the data indicated by the order 
and such other information as is re- 
quired to process the order. The master 
may be easily corrected for typing 
errors and additional information may 
be added at will. The need of future 
reference to the customer’s order for 
handling instructions has been elimi- 
nated, since the master contains all the 
necessary data. 
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Tax Returns, 
Reports and 
Work Sheets 


Reproduced on 
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by experts 
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Accurate and Attractive 


TYPING 
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To show that the sales order has been 


| typed on a master, the seller’s order 
/ number is written on it (the sales or. 


der). The seller’s order number incor- 
porates the date therein as well as the 
sequential number of the order. For 
example, the fourth order of July 7, 
1958 should be numbered 7-7-4, and 
the fifth order of that day would then be 
numbered 7-7-5. The next day, the first 


| order should be numbered 7-8- 


The master and/or forms are ar- 
ranged in such a manner that the out- 
going copies of the forms include only 


| such portions of the foregoing informa- 


tion as is pertinent thereto. The master 


| is next used for the first run of forms 
_ which consists of the following: 


A. Copy of master for numerical file. 


| This file serves as a follow-up file of 
| sales orders. It is cleared after final in- 


voicing of a sales order, thereby calling 


attention to uncleared older copies of 


masters. It also serves as a numerical 
reference file for all orders in process. 


B. Copy of master for salesman. 


C. Copy of master for customer's or- 


der file. 


| pers constitute a_ set. 


| 
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D. Acknowledgment of order for cus- 
tomer. Approximate time of delivery is 
inserted on the form. 

E. Shipping papers: 

Shipping order. 
Packing list(s). 


Notice of shipment. 


> 


Shipper’s copy. 
5. Labels 
board). 

6. Bills of lading. 


(paper and/or card- 


The first four of these shipping pa 
The first three 
have spot carbon on the reverse side 
which enables the shipper to record on 
each in one writing the date shipped, 
how shipped and quantity shipped. He 
may also add the transportation costs, 
if known, on all ship prepaid orders 
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where the customer is to be billed for 
transportation costs. The shipper in- 
serts the packing list in the shipping 
container, files his copy of shipment 
form and returns the shipping order 
and notice of shipment to the account- 
ing office. 

In cases where the shipping depart- 
ment does not perform the stock-pick- 
ing function, the shipping papers are 
sent initially to the stockroom for stock- 
picking purposes. In instances where 
there are many items to be picked from 
stock in various locations, the shipping 
papers are sent to the shipper. Special 
stock-picking cards are prepared by the 
duplicating machine. These cards re- 
flect the information as to the custo- 
mer’s name, address, order number and 
date, plus the seller’s order number. A 
separate card would be prepared for 
each item on the order. A special at- 
tachment on the duplicating machine 
provides for this selection of the in- 
formation on the top of the master as 
to the order in general, and then the 
selection from the body of the master 
of data concerning only one item. When 
all of the stock is selected by means of 
the stock-picking cards, it is then de- 
livered to the shipping department. The 
shipper then matches the stock with his 
shipping papers and completes the ship- 
ment. 


Shipping labels, either cardboard or 
paper, are conveniently run off on the 
duplicating machine from the master. 
The portion of the master not applicable 
to the labels is blocked out by means 
of a block-out which fits on the dupli- 
cating machine. Labels for shipments 
requiring 50 to 100 labels are run off 
from the master in less than one minute. 
Cardboard labels are used, if needed. 
If desired, on orders requiring more 
than 25 labels, a label master may be 
used to prevent exhausting the order 
master’s copying power prematurely. 
This label master may be typed in tan- 
dem with the order master. Most spirit 
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(Due to the American Institute 
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Every Candidate in our Abun- 
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ality. 
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*Financing? 


Lowest Rates on accounts 
receivable. Non-Notification. 


For 33 years we have spe- 
cialized in liberal loans on ac- 
counts receivable. Simplest 
handling plans. Loans on 
machinery, too. 


Phone or write Mr. Dworsky 
FIDELITY FACTORS 
1440 Broapway, N. Y. 

LOngacre 5-3908 
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Sound Realty Investments 


Available 


HECHLER-WEINGROW INVESTORS | 
Corp. 
MUrray Hill 8-2778 | 


| 
| 375 Park Avenue 


process labels will fade if exposed to 
direct sunlight for extended periods of 
time. To avoid any possibility of trou- 
ble from fading, there is a special type 
of glue for affixing and protecting the 
surface of such labels. 

The bills of lading are run off com. 
plete as to the top information on the 
master relating to ship to address, 
customer's order number and date, and 
seller's order number. By means of 


| spot carbon on the back of the +1 


and + 2 copies of the bills of lading, 
the shipper adds by pencil or ball-point 
pen the remaining data required when 
known. 

When the office receives the com- 
pleted shipping order and notice of 
shipment, the notice of shipment is de- 
tached and promptly mailed. The com- 
pleted shipping order is used in the bill- 
ing process. On the completed shipping 


| order, the data needed for invoicing is 
_ completed in pencil. Examples of that 


data are extensions for items shipped. 
total of the items and _ transportation 
costs if they are to be billed. 

After this invoicing data have been 
completed on the shipping order, the 
master is taken from tke master file 
and completed (either by hand or by 
typewriter) by adding thereto particu- 
lars concerning the shipment such as 
date shipped, how shipped. quantity 
shipped, unit prices, extensions. totals, 
transportation costs, etc. In elementary 
cases, all of this data is added to the 
master without first making any compu- 
tations on the completed shipping order. 
The master is then used to run off the 
invoice set, which may include a follow- 
up copy of the invoice. 

The function of this follow-up copy 
of the invoice is to reduce the time 
spent in writing credit letters. and to 
give the customer complete data for 
checking his records for the reason, if 
any, for the delay in payment. These 
copies are filed numerically by invoice 
number. When an invoice is overdue, 
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the follow-up of invoice is removed 
from file and mailed in a window enve- 
lope. Special printing on the form fully 
explains its purpose, thus eliminating 
the need of a letter. Further, since it 
is an exact copy of the original invoice, 
it gives the customer all of the seller’s 
data needed to make an investigation 
of the delay in payment. 


The same master is used for each 
additional set of shipping papers and 
each additional set of invoices required 
by back orders. This may be accom- 
plished by removing from the original 
master all the data peculiar to the first 
shipment. Perforations permit tearing 
this data off quickly. Then the new 
shipping papers are run on the ma- 
chine. When the invoice sets are pre- 
pared, new data are added to the origi- 
nal master by means of a small billing 
or variable master on which is typed 
or written the invoice facts peculiar to 
the back order shipment. 


Duplicating systems may also be used 
for efficient handling of purchase or- 
ders, production control and for other 
purposes, 

The factors to be considered before 
adopting a duplicating system are com- 
parative expense of the present system 
with the proposed duplicating system. 
This is a critical factor warranting 
early detailed and complete analysis. 
Next, consideration should be given to 
the selection of the kind of duplicating 
machine and types of masters from 
among the several different machines 
and many different kinds of masters 
available. Finally, careful consideration 
should be given to which forms must be 
printed, prepared by the duplicating 
machine or left blank. A considerable 
saving may be effected by the best com- 
bination of forms. 


Ricuarp R. TowLe, CPA 
(Harris, Kerr, Forster & Company) 
Boston, Mass. 
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PACE 
COLLEGE 


Announces 


C.P.A. REVIEW 
COURSES 


Preparing for State Certified Public 
Accountant (C.P.A.) Examinations 
to be held November 4, 5, 6, 1959. 


CLASSES BEGIN JULY 14, 1959 
e 


BUSINESS LAW AND CASES 
Wed., 6:00-7:40 p.m. 
Also Wed., 7:50-9:30 p.m. 
Ralph L. Concannon, B.B.A., 
LL.B., LL.M., C.P.A. 


ACCOUNTING PROBLEMS 
Tues. & Thurs., 6:00-7:40 p.m. 
Edward J. Koestler, C.P.A. 


ACCOUNTING THEORY 
Wed., 6:00-7:40 p.m. 
Also Wed., 7:50-9:30 p.m. 
James A. Cousins, B.S., C.P.A. 


AUDITING PRINCIPLES 
Tues., 7:50-9:30 p.m. 
Jules Leder, B.A., M.B.A., C.P.A. 


INTENSIVE TAXATION 
REVIEW 
Thurs., 7:50-9:30 p.m. 
Sidney Kess, B.B.A., LL.B., LL.M. 


CLASSES LIMITED TO 40 


Tuition $23 a credit. Registration 
Mon. through Fri., 9 A.M. to 
8 P.M., Saturday 9 A.M. to 1 P.M. 


PACE COLLEGE 
41 Park Row, New York 38, N.Y. 
Tel.: BArclay 7-8200 
Facing City Hall Park 
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Unsecured Loans 
Available 


We offer unsecured credit accom- 
modations to corporate small busi- 
nesses. Transactions from $25,000 
to $500,000. 


Westmore 


4 South 


BLADES & MACAULAY 
INSURANCE ADVISERS 


& 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD ST. NEWARK 2,N. J. 
Established 1926 


COLLECTIONS 


COMMERCIAL RETAIL PROFESSIONAL 
LOCAL NATIONAL INTERNATIONAL 


Accounts & Service Bureau, Inc. 
(Est. 1938) 
MEMBER AMERICAN COLLECTORS ASS'N. 
Contingency Fees — Call JA 6-7096 


For a Representative to Visit Your Office; 
or write for a_ brochure. 


160-16 JAMAICA AVENUE JAMAICA,N.Y. 


IF YOUR CLIENTS REQUIRE 
Additional Working Capital 


Ary LOWEST RATES 


e To effect expansion programs 


e To pay past due obligations 


e To discount invoices 


e To earn greater profits 
e To solve other financial problems 


Refer them to 


COMMERCIAL CAPITAL CORPORATION 


130 West 42nd Street, New York 36, N. Y. 
CHickering 4-3455 
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NEW—EASY TO USE— 
TIME & MONEY SAVER Constantly Cited and 
Completely revised in 21 Volumes Quoted by the Courts 


smce passage of the 1954 Code 
MERTENS is a current service, but 


encyclopedic in scope for it — 


e COVERS ail the law 


PROVIDES the fastest and easiest means 
of obtaining answers to income tax prob- 
lems in an easily and continuously kept- 
to-date form. e SHOWS the current law, its founda- 
tions and the evolution by which it 
acquired its present character 


THOROUGHLY INDEXED 
and Cross-Referenced. 


e ALLOWS the user to make long range 
plans, since by showing the develop- 
ment of the law it points the way to 
the future 


Published by 
A MERTENS SET 5 CALLAGHAN & COMPANY 
HAS LASTING BEAUTY One of the Nation’s Oldest Law Book Publishers 
@ Bound in Green DuPont Fabri- 4 Callaghan & 
koid covered LOOSE-LEAF } 6141 Now Avenue 


COMPRESSION BINDERS 
@ Imprint on backbone made of 
Genuine 18 Carat Gold 
@ Text set in 11 point DeVinne 


Type and printed on Hermes 
English Finish Grade A book 


Please send me information on how easily | can own 


MERTENS LAW OF FEDERAL 
INCOME TAXATION (21 Vols.) 


paper Name 
Address Room No 
City Zone State 


MAIL COUPON TODAY! 5 
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Classified Section 


“Situations Wanted” 10¢ a word, minimum 
Box number, when used, is two 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. 
$2.00. “Business Opportunities” 15¢ a word, minimum $3.00. 
words. Closing date, 10th of month preceding date of issue. 


ADDRESS FOR REPLIES: Sa number, The New York Certified Public Accountant, 355 Lexington 


Avenue, New York 17, N. 


HELP WANTED 


Tax Department Supervisor, for growing 
New York City CPA firm, diversified tax 
practice, opportunity for challenging and 
creative work, position requires tax planning 
research, tax examinations, conferences, and 
departmental administration, submit complete 
resume. Box 1738. 
CPA, with varied accounting and good tax 
experience by practitioner with small staff, 
downtown, full time. Box 1740. 
CPA, who prefers living and working in 
small city. central New York State. Box 
1743. 

SITUATIONS WANTED 


Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell Employment 
Agency, 130 West 42nd Street, N. Y. C., 


telephone LOngacre 4-1740. 

Financial Executive, CPA, law degree, 
many years diversified experience, public, 
private, most recently assistant comptroller 


national manufacturing company seven years, 
seeks more challenging opportunity, $10,000. 
Box 1732. 

CPA, age 45, 25 years public accounting with 
emphasis institutions, non-profits, fund 
raising, hospitals, investments, real estate, 
seeking per diem or part-time employment. 
Box 1733. 

CPA-Attorney, seven years experience, seeks 
position with tax department or other respon- 
sible, challenging opportunity with future. 
Box 1739. 

CPA, MBA, 15 years experience private and 
public accounting, past seven years with N. Y. 
public firm working with clients in diversi- 
fied industries, client size ranging to ten 
million volume and 750 employees, manage- 
ment advisory experience in many controller 
functions, seek private position, earning 
$9,000, Bergen County resident. Box 1742. 
Accountant, 15 years diversified experience 
including six years heavy real estate, seeks 
per diem arrangement. CL 1-4942, Box 1745. 
Lawyer, admitted to Bar in Germany, 32, 
good accounting and auditing background, 
familiar with problems of international taxa- 
tion, many contacts to Germany industry and 


finance,, good knowledge of English and 
French, desires work with CPA firm having 


a tax department requiring my services, also 
available for special assignments. Box 1747. 
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BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk pro- 
vided for interviewing, $6.50 per month, di- 
rectory listing. Modern Business Service, 
505 Fifth Avenue (42nd Street). 


Practice Wanted, substantial terms, know- 
how offered overburdened or retiring practi- 
tioner, CPA, N. Y., N. J., AICPA, IE, MBA. 
Box 1734. 


Well Equipped CPA Firm, will purchase 
all or part of the practice of overburdened 
or retiring accountants, substantial cash or 
attractive retirement arrangements will be 
offered. Box 1735. 


CPA-Aitorney, mature, with small quality 
practice seeks CPA with $10,000 or better 
practice as partner, prefer out of N. Y. City 


practice. Box 1736. 

Certified Public Accountants, midtown, 
well established, seek CPA of partnership 
stature, with quality practice of $25,000 plus, 
who wishes to associate with medium size, 
progressive firm. Box 1737. 


For Sale, American Federal Tax Reports, 
A.F.T.R.’s, volumes 1 through 29, brand new 
condition, $3.50 per volume. TR 5-8050. 
Mail, phone service $5, desk, conference 
room, listings available. Accountants Service 
Center, CO 7-8033. 

CPA, with attractive office in Broadway- 
Chambers Street area wishes to share same 
with another practitioner, $35.00 per month. 
WO 2-0570. 

CPA, 12 years top level experience serving 
small-medium clients in diversified industries, 
seeks partnership with or without investment. 
Box 1741. 

CPA, 35, 10 years public experience seeks to 
become associated with overburdened or re- 
tiring practitioner, willing to relocate. Box 
1744. 

CPAs, desire share air-conditioned suite, 
grade A building, William Street, $90. month, 
secretary, tax and equipment optional. Space- 
finders, OX 7-4887. 

Seventh Avenue Pent House Office for 
Rent, excellent light, attractive rental of 
$125 monthly, ideal for accountant, garment 
area. Bayer, WIsconsin 7-8196. 

Room Wanted—Unfurnished, in N. Y. ©. 


with telephone answering service and ap- 
proximately three days typing service per 
month. Box 1746. 


June 
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new concept! 


Our agency has conceived a new method 
of merchandising. Stated simply, it may 
be described as Estate Planning for 
business. We call this concept Corpo- 
rate Programming. 


Structurally it is divided into three 
parts. 


Part 1 is our ability to systemati- 
cally develop and implement Stock Re- 
tirement plans, Buy and Sell agree- 
ments, Key Man Insurance, Pension 
and Profit Sharing Plans, Deferred 
Compensation plans, Disability Busi- 
ness Insurance and all the traditional 
business sales plans. 


Part 2 consists of formalizing con- 
cepts that we feel are within our do- 
main as underwriters with practical 
experience in dealing with business 
men. For example: The proper use of a 
Board of Directors, the development of 
a Personnel Program, Sales Manage- 
ment Training, the development of a 
Successor Management Program and 
background material for Training 
Heirs in management responsibility. 


6 
\ hilliard n. 


rentner 
agency 


Part 3 consists of the use of an Ad- 
visory Board comprising many “out- 
side” specialists. On the Board, there is 
an industrial engineer, a personnel spe- 
cialist, a public relations counsellor, a 
management consultant, an industrial 
designer and a trust officer. These spe- 
cialists, at our request, have provided 
us with material of a general nature 
that indicates when the need for their 
specialty arises. Of course, in these 
areas, we can only point to the prob- 
lems, just as in Estate Planning, we 
can only indicate the need for hiring 
counsel to execute wills, trusts and busi- 
ness agreements. 

All material relevant to these three 
parts of Corporate Programming have 
been incorporated into a master Pro- 
cedural Manual. 

We know that in practical use Cor- 
porate Programming will not only build 
our clientele and our prestige, but will 
better equip us to truly analyze business 
insurance néeds It is our belief that this 
concept is a reflection of our perpetu- 
ally unswerving intention in creating 
new and better merchandising methods. 


“CORPORATE PROGRAMMING” 


640 Fifth Avenue, New York 19, N. Y. + CIrcle 5-1900 
BERKSHIRE LIFE INSURANCE COMPANY 
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“SPEEDOGRAPH” 


ACCOUNTING BOARD SYSTEMS 
MANY UNIQUE PATENTED FEATURES 


FOR: ACCOUNTS RECEIVABLE 
ACCOUNTS PAYABLE 
PAYROLL 

ALSO SPECIAL SYSTEMS DESIGNED 


Call or Write for Demonstration or Literature. 
... No Obligation of Course! ... 


ACCOUNTING SYSTEMS CO. 


113 WEST 42nd STREET, N. Y. 36, N. Y. 
Room 200 Tel. BRyant 9-3522 


LOANS 
© 
LOWEST RATES 

NON-NOTIFICATION 
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INTERESTED IN ACQUIRING 
EXPORT FIRM 
WE ARE A MAJOR EXPORT HOUSE 


We wish to acquire the export business — 
profitable or unprofitable — of an export or 
manufacturing firm, which can be readily ab- 
sorbed into our present overhead structure. 
Your client would be relieved of the admin- 
istrative and financial problems of running an 
export business, yet our terms of purchase 


for Manufacturers 


ld provide him an income from sales and 
pagers mire over a protracted period of time. and Wholesalers 
We recently acquired the export department 
of one of America’s major manufacturing com- Accounts 
panies in exchange for a percentage of exports Flnenced 
for five years. 
Replies held in complete confidence. Cities 
Dp 
Box SP 101, The NYCPA 
e 
Machinery 
i Write Loans 
I’m available for employment 
... I’m an Accountant. | booklet PA 
Of course, I’m registered ‘4 | Merchandise 
at the MAX Financed 
AGENCY | 


| Convenient and inexpensive arrangements for addi- 
| tional working capital — for merchandise — past 
| due bills — payrolls and production costs, etc. . . . 
funds $5,000 to $500,000... 


e Phone ORegon 4-1200 
MAJESTIC 


The Company that Builds Business 
175 Fifth Ave. at 23rd St., Flatiron Bldg. N.Y. 10, N.Y. 


Typical of the many screened 

Accountants, Bookkeepers 
and other office personnel 
available through Maxwell 
Employment Agency. List § 
your requirements. Expect §— 
unusually good results. 


MAXWELL 


employment agency 
130 W. 42 St., N.Y.C. 36, N.Y. LOngacre 4-1740 


does the 


RENT SECURITY 


Suggest to the Landlords and Real Estate Agents among 

your clients that they use a single Ninth Federal RENT 

SECURITY Trust Account for all the security funds under their 
control. Then RENT SECURITY will “earn its keep’’— ++ PLUS! 
The share of each tenant will be insured to $10,000. by the 
Federal Savings & Loan Insurance Corporation. You, individually, 
or on behalf of a corporation (within a $10,000. limitation) 
are always welcome to use our many services. Drop 
in at any office and learn why NINTH FEDERAL 

is really the HOME OF SAVINGS + PLUS. 


NINTH FEDERAL SAVINGS 
AND LOAN ASSOCIATION 


Manhattan — WI 7-9119. Hours: Monday thru Thursday 9-3; Friday 9-6 
1457 BROADWAY at Times Square, N. Y. 36 805 U. N. PLAZA at £. 45th St. N.Y. 17 


Resources over $100 Million 
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| BRECEIVABLE ~ 
| | 
| 
SFINANCING 
| 
tents hold Koop? 4) 
your clients hold earn its keep: i si 
) Bronx — Hours: Monday 9-3 and 5-8; Tuesday thru Friday 9-3 ce 
66 E. BURNSIDE AVE, at Walton Ave., Bronx 53 1580 WESTCHESTER AVE. at Manor Ave., Bronx 72 e 
NINTH FEDERAL SERVICE — Complete... Prompt . . . Courteous 


WHERE CAN BUSINESS FIND 
THE MONEY TO GROW ON? 


Mr. “Meadow Brook” 


Is the lack of working capital preventing your 
business from blossoming into a growing, profitable 
organization? Then the answer to your problem is 
additional cash. These monies are available to you 
for months or years, and, you pay only for the actual 
cash used from day to day. There are no maturities, 
no hidden charges or specific term contracts. 


FOR FURTHER INFORMATION CALL MR. HENRY DENGEL 
IVanhoe 1-9000 — West Hempstead, N. Y. 


: 
= 


SERVING LONG ISLAND 
MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 
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The President's Page 


Looking Beyond the Day’s Events 


The essence of the recent amendment to the Public Account- 
ancy Law in New York State is that sometime in the future— 
maybe 25 years from now—the function of independent audit- 
ing leading to a professional opinion will be limited to CPAs. 


We should look upon this important milestone as a 
challenge to the profession’s purpose and capacity to achieve 
excellence. We should, therefore, consider those areas which 
should receive increasing attention. 


Education is one such area. It is very evident that education 
must be more and more comprehensive for the practicing CPA. 
The hard-working accountant who thinks only of fees and 
productive hours and allows no time for educational pursuits is 
doing himself and his profession a disservice. In our hurried 
existence, with recurring deadlines, we continually have to 
guard against the failure to leave ourselves time for the pursuit 
of the larger vistas of our ever-expanding profession. We de- 
ceive ourselves if we think that on-the-job training will, in 
itself, develop the capabilities of any CPA. 


As the profession develops we may expect more and more 
unanswered ethical questions. Our rules of professional con- 
duct should be amended as the need arises. It is inevitable that 
there will always be a large grey area where judgment varies 
considerably. Each of us differs as to the point beyond which 
some particular act would make us conscience-stricken. 


The area of public relations will need increasing attention. 
What the practicing CPA does in the performance of his pro- 
fessional functions seems to be attracting the interest of more 
and more people. Reporters frequently, and novelists occa- 
sionally, write about our activities. Some of us do not like 
what is being written about us. The image that we feel is 
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being built up in the public mind is not exactly what we 
would like it to be. We certainly don’t like it when someone 
has the impression that the main reason for our existence 
is to enable some individual or concern to reduce his or their 
taxes. If there is this mistaken image of us, are we to blame? 
Is it due perhaps, in some part, to our apathy and indifference? 
Is it due to the lack of some satisfactory action to earn public 
understanding and acceptance? 

Then we should remember that our members have a com- 
munity of interest with all individuals engaged in the account- 
ing function—whether they are in public practice or out of 
whether they are CPAs or non-CPAs. What 
they do concerns us; what we do concerns them. 


public practice 


As the jet and electronic age shrinks the world, the services 
available to the practicing accountant should continually in- 
crease. Our nation and the world about us are moving rapidly 
through important economic and social changes. We read 
about the substantial amounts of private capital that will be 
required in the next few years to provide for the growth and 
expansion of business throughout the free world. Probably a 
significant portion of this capital will come from America. 
It seems evident that in the immediate future we will find the 
CPA in many corners of the free world on professional business 
for American investors. 

So, if we look beyond the day’s events we see the CPA 
not only as a competent professional man but as the goodwill 
ambassador of a free world. Maybe he will be the common de- 
nominator in those cases where American businessmen have to 
meet with people of very different cultures and_ traditions. 
Maybe he will help us hold our own in a troubled world. 

If we are to achieve these ends we must be quick to sense 
the kind of effort and performance that is necessary. We must 
know discipline and strive continually for excellence. These 
are ambitious goals and they will not be easy to attain. But 
whoever said that the role of a practicing CPA would be easy? 
It’s a man’s job! 

Tuomas G. Hicerns, 
President 
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Internal Control and Defalcations 


By CHARLES A. Stewart, CPA 


This article develops the broad basic principles governing the auditor’s 
responsibilities for review of internal controls designed to minimize 
in addition, offers many practical 
suggestions to facilitate the exercise of these responsibilities. 


losses from defalcations, and, 


Ever since Adam and Eve committed 
an act of thievery in the Garden of 
Eden, it has been the tendency of some 
individuals to take things of value which 
they desire or need that belong to 
others. This trait remains with them 
in some degree from the cradle to the 
grave. Fortunately for CPAs and busi- 
ness management, the universal moral 
doctrines and statutory rules of conduct 
with attendant penalties have had a great 
restraining influence on this tendency. 
Notwithstanding these restraints, there 
are persons in this world whose crooked 
impulses will not be curtailed regardless 
of the risks involved. Some of these per- 
sons are ingenious and meticulously plan 
their method of operation in trying to 
avoid detection. Every year there are 
more people and more things to steal in 
the world, and the trend of defalcations 
has been on the rise. But this rise seems 


Cuartes A. Stewart, CPA, is mem- 
ber of the Committee on Auditing Pro- 
cedure of the American Institute of 
CPAs. Mr. Stewart is a partner in the 
firm of Price Waterhouse & Co., Certi- 
fed Public Accountants. 
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to have taken an abrupt and steep jump 
in number and amount in the post-war 
period due principally to two factors, 
namely, inflation and the great increase 
in population. 


Rise in Defalcations 


American business has sustained more 
losses as a result of embezzlements by 
employees during the recent recession 
than in any other period during the last 
quarter century. Losses disclosed 
through improved internal controls and 
by other means cost insurance compa- 
nies more than $57 million in 1957. 
This, according to an official of Aetna 
Casualty & Surety Co., was 250 percent 
greater than in 1956, and the trend con- 
tinued throughout 1958. Police reports 
indicate that the annual number of em- 
bezzlements has increased from 11,900 
in 1953 to 16,200 in 1957. Based on a 
recent study of 300 fraud cases in the 
confidential files of Price Waterhouse 
the losses in individual cases ranged 
from $100 to $900,000 and amounted to 
more than $20 million in the aggregate. 
These cases do not include financial in- 
stitutions in which defalcations involv- 
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ing several million dollars have occurred 
recently. 

As to financial institutions, a Dallas 
banking official recently said that there 
are 210 ways to separate a bank from 
some of its funds and unfortunately to- 
morrow someone will think of the 211th 
method. Bank robberies increased in 
New York City from seven in 1957 to 
fifteen in 1958. Even old ladies are now 
robbing banks in that city. According 
to a United Press International release 
on January 15, 1959, an alleged embez- 
zler was in jail awaiting trial on 21 
embezzlement charges in connection with 
a shortage estimated unofficially at $2 
million in the Noble County Credit 
Union. Since then a former judge was 
indicted in New York on charges of 
promoting $318,000 in loans through 
forged and worthless bank stock certifi- 
cates. Investigators have estimated that 
before the inquiry is completed this 
figure may rise to $1 million. Further, 
a manager who was honored as a “faith- 
ful” worker has been accused of em- 
bezzling $127,000 from the Telephone 
Credit Union in Detroit. In the last 
fiscal year, the F.B.I. handled 1,641 
violations of Federal legislation relating 
to banking. an increase of nearly 300 
cases over 1957. 

Nearly all business organizations are 
currently sustaining losses from dis- 
honesty or fraud. Most of these, fortu- 
nately, are minor in character and com- 
prise petty misappropriations of com- 
pany property such as postage stamps, 
stationery, small tools and light bulbs. 
Unfortunately, some however are not 
minor. In this category, embezzlements 
have been committed by every classifi- 
cation of employee ranging from the 
chief executive to the janitor. The study 
referred to above revealed that. among 
others, presidents, vice- 
presidents, fifteen treasurers. one hun- 
dred thirteen cashiers, six controllers, 


seven 
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and ten chief accountants were involved 
As to the areas in which greater fraud 
losses occurred, approximately 74. per- 
cent of dollar losses take place in cash 
disbursement transactions. 14 percent in 
cash receipts and only 12 percent in 
diversion of inventories. Summarized 
by frequency of occurrence, however, 
cash disbursements account for 43 per- 
cent of losses. whereas cash receipts 
account for 49 percent and inventories 
for only 8 percent. These statistics are 
borne out by other independent authori- 
ties on the subject who report that over 
70 percent of dollars lost can be traced 
to fraudulent issuance of checks. 
While embezzlements of cash receipts 
occur more frequently. they are usually 
detected at an early stage. This is be- 
cause cash receipts usually can be chan- 
neled through relatively small areas 
that are subject to elaborate controls. 
Disbursement transactions, on the con- 
trary. originate in departments other 
than accounting and treasury which may 
not be subject to the same rigid con- 
trols. Opportunities for fraud are thus 
multiplied in those departments. 


Prevention of Frauds 


In view of the rising trend of defalca- 
tions, both management and the CPA 
are confronted with the problem of their 
prevention. Consequently it is necessary 
to be ever vigilant in the detection of 
weaknesses in the system of internal con- 
trol and to institute improvements con- 
sistent with reasonable business risks 
to overcome any serious defects either 
in procedures or the assignment of per- 
sonnel. In almost every case. except 
possibly those which involve collusion, 
defalcations can be linked to poor in- 
ternal control. Many defaulters attest 
to this because when caught they often 


blame management for making it too 
easy for them to steal. 
June 
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Internal Control and Defalcations 


To prevent fraud, rather than to 
prosecute a defaulter, is the basic phi- 
losophy underlying the approach to 
many business organizations in solving 
the troublesome problem of employee 
thievery. It obviously avoids adverse 
public relations and reduces out-of- 
pocket losses as well. To accomplish 
this, controls must be designed to as- 
sure that all assets are adequately safe- 
guarded, that revenues from all sales and 
services are duly received and deposited 
intact, that all expenditures and credits 
are appropriately approved and that in- 
dependent physical counts and confirma- 
tions of company assets on hand or on 
consignment are made periodically and 
reconciled with appropriate accounting 
records. Where the organization is 
sufficiently large, such controls should 
be supplemented by internal audits. 


The foregoing controls will tend to 
reduce losses which result from diver- 
sion of company property to the em- 
ployee’s use and covering the misappro- 
priation by (1) using fictitious invoices 
and falsifying approvals, (2) increasing 
amounts of suppliers’ invoices through 
collusion, (3) inflating amounts charged 
to expense, (4) lapping collections on 
customers’ accounts, (5) failure to re- 
cord sales, (6) issuing credits for false 
customers’ claims, (7) charging off us 
bad debts accounts actually collected, 
(8) padding payrolls, (9) shipping mer- 
chandise to homes of employees or 
friends for disposal, and (10) falsifying 
inventories on hand or on consignment. 


The ingenious manager of a super- 
market who added an additional cash 
register and diverted the cash proceeds 
to his personal use was caught within 
a reasonable time because physical in- 
ventories showed unaccountable losses 
and investigation. followed. Seeing is be- 
lieving and therefore physical inspection 
by qualified company personnel at rea- 
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sonably periodic intervals is the best 
method for testing the adequacy of in- 
ternal controls over assets on hand or 
on consignment. The CPA should also 
make observations of physical inven- 
tories in those cases where it is prac- 
tical and reasonable. It is most desira- 
ble that tests be made, wherever prac- 
ticable, on a surprise basis, particularly 
of inventories at small branches or 
stores. 


Review of Internal Control 


In order for the CPA to be in a posi- 
tion to determine the scope of his ex- 
amination, it is necessary for him to 
evaluate certain aspects of the system 
of internal control. The AICPA Com- 
mittee on Auditing Procedure in Octo- 
ber 1958 issued Statement on Auditing 
Procedure No. 29 in an effort to clarify 
previous pronouncements on the scope 
of such an evaluation as it pertains to 
the CPA’s examination leading to an 
expression of opinion on the fairness of 
financial statements. This statement con- 
cludes that internal control in the broad 
sense includes controls which may be 
characterized as either accounting or 
administrative. It further indicates that 
accounting controls generally bear di- 
rectly and importantly on the reliability 
of financial records and therefore re- 
quire evaluation by the CPA, whereas 
administrative controls ordinarily relate 
only indirectly to the financial records 
and thus would not require evaluation. 
It should be borne in mind, however. 
that if the CPA has knowledge of or 
believes that certain administrative con- 
trols in a particular case may have an 
important bearing on the reliability of 
the financial records, he should consider 
the need for evaluating such controls. 

Statement on Auditing Procedure No. 
29 reiterates that in the ordinary exami- 
nation the CPA does not accept re- 
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sponsibility for the detection of defalca- 
tions and other similar irregularities. 
However, it is stated that “as a_by- 
product of this study and evaluation, the 
independent auditor is frequently able 
to offer constructive suggestions to his 
client on ways in which internal control 
may be improved.” An effective system 
of internal control is management’s best 
assurance that defalcations will be pre- 
vented or detected. 


Insufficient Internal Control 


In large or medium-size organizations 
the CPA’s evaluation will likely disclose 
that internal controls in most areas are 
reasonably adequate both to safeguard 
assets and assure reliable financial data. 
If this is not the case, in all probability 
such companies employ sufficient per- 
sonnel so that adequate controls can be 
established through a reassignment of 
duties without involving additional ex- 
pense. 


Of the four million business organiza- 
tions currently operating in the United 
States, approximately three-fourths can 
be characterized as small because they 
have fewer than four employees. Many 
of these have neither adequate controls 
nor sufficient staff to institute the more 
appropriate controls that larger compa- 
nies can afford. Therefore, the owners 
of small companies must, as a matter of 
necessity, rely to a greater extent upon 
CPAs since they are in most cases the 
only persons, other than the owners, 
who have an opportunity to detect any- 
thing which may be unusual. 


Disclaimers of responsibilty notwith- 
standing. the CPA should as a matter of 
business prudence be extremely careful 
in such situations. A thorough knowl- 
edge of the business, beyond that re- 
flected by the figures in the general 
ledger, is highly desirable. The tech- 
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nical aspects of the audit must at all 
times be conducted carefully with a 
reasonable degree of alertness to the 
possible existence of suspicious  trans- 
actions. As a part of this audit, the 
CPA can be of service to small clients 
by bringing to their attention any con- 
trol measures which appear to be prac- 
tical in the circumstances. 

The Codification of Statements on 
Auditing Procedure states (on page 13) 
that “the auditor relies upon the in- 
tegrity of the client’s organization un- 
less circumstances are such as to arouse 
his suspicion, in which case he must 
extend his procedures to determine 
whether or not such suspicions are jus- 
tified.” Just how far such procedures 
are extended depends, of course, upon 
the particular case. It may be imprac- 
tical to do more than bring well-founded 
suspicions to the attention of the ap- 
propriate company officials. 


Important Aspects of 
Internal Control 


Generally, weaknesses jn internal con- 
trols which have made it possible for 
defalcations to occur, cover the entire 
range of such controls. However, some 
areas, perhaps because the conditions 
are common to a great number of busi- 
ness organizations, are more susceptible 
than others. 


Of 300 fraud cases studied, 63 cases 
involved employees whose duties in- 
cluded both treasury and accounting 
functions. This combination of duties 
makes fraud fairly easy because one in- 
dividual not only has access to cash 
but can readily cover any misappro- 
priation by creating false entries for 
posting to accounting records. \lthough 
there were other contributing factors. 
one employee who obtained funds for 
payrolls paid in cash and also kept the 
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ceneral books and prepared financial 
statements was not apprehended until 
the company was virtually bankrupt. 
Another retained every penny of mis- 
cellaneous currency receipts that were 
received during the entire time she was 
employed, some thirty-five years, and 
concealed the shortage in the accounts 
receivable control account. Although 
this was a small office, a measure of 
control could have been established by 
having another employee (1) compare 
duplicate deposit slips and bank state- 
ments with the recorded cash receipts, 
and (2) compare the accounts receiv- 
able trial balance with the individual 
customers’ accounts. Where complete 
separation of accounting and treasury 
duties is not practical, such controls as 
the above, which are essentially in the 
nature of a review, may not take a 
ereat deal of time but will still furnish 
the company with protection from a 
fraud-minded employee. The psycho- 
logical advantage gained from knowl- 
edge that reviews are made may pro- 
vide all the deterrent necessary. It is, 
of course, essential to carry out such 
reviews periodically in order that the 
psychological advantage may not be 
lost. 


Separation of Functions 


Where the business is large enough 
to be organized along departmental 
lines, separation of functions should be 


_ Iaintained between departments as well 


as between individuals. It is a_rela- 
tively common occurrence to find in- 
Voices processed for payment in areas 
outside the accounting department. This 
may be a purchasing department or 
some other department concerned with 
some specific segment of operations. 
The excuse frequently heard is that 
certain invoices are most expeditiously 
processed by those close to the trans- 
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actions represented and that since all 
are carefully reviewed and approved by 
the head of the pertinent department. 
the company’s interests are sufficiently 
protected. This may be true if the de- 
partment head in question is not pre- 
vented by the pressure of other duties 
from giving sufficient attention to the 
review function. However, case _his- 
tories of frauds offer ample evidence 
that this type of control may be the first 
to break down. After a period of time, 
the supervisor charged with the respon- 
sibility of review and approval may 
come to rely on an ostensibly trust- 
worthy employee to such an extent that 
he examines the documents presented 
to him in a perfunctory manner, if at 
all. Consequently, an irregular transac- 
tion that he should ordinarily detect 
goes unnoticed. If controls are set up 
initially across departmental lines, there 
appears to be less danger of such con- 
trols becoming inoperative through the 
otherwise commendable practice of 
delegating responsibility. 


Branch Operations 


In the study of 300 fraud cases re- 
ferred to above it was found that 81 
defalcations, or 27 percent in number 
and 9 percent in dollar value, occurred 
in branches or similar small organiza- 
tions remote from the main office. Typ- 
ically, this type of organization may be 
operated with a staff too small to afford 
adequate internal controls and, because 
of distance, may receive very little 
supervision from the main office. In at 
least one case, management probably 
thought that an effective control had 
been provided through maintenance of 
the accounts receivable ledgers at the 
main office. However, all posting 
sources were furnished by the branch 
where all collections were made. The 
branch was even requested by the head 
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office to make the necessary inquiries 
of customers when some question arose 
with respect to their accounts. This 
combination of procedures was all the 
branch manager needed to permit him 
to retain a substantial sum of money. 


The CPA should exercise caution in 
the examination of a branch office and 
attempt to determine the areas where 
difficulties might arise. Particular at- 
tention should be directed toward inde- 
pendent clearance of differences arising 
in the course of the confirmation pro- 
cedures, particularly when a single em- 
ployee has sole or predominant control 
of the accounts receivable involved. 


Understanding with Clients 


It is hoped that the managements of 
all large and most medium-sized busi- 
ness organizations by now appreciate 
the fact that the ordinary examination 
incident to the issuance by a CPA of 
an opinion concerning financial state- 
ments is not designed and cannot be 
relied upon to disclose defalcations and 
other similar irregularities, although 
their discovery frequently results from 
such an examination. The accounting 
profession and CPAs should continue 
their efforts to educate the public in 
this regard until all clients as well as 
third parties, judges and juries clearly 
understand that fact. That fact is 
readily ascertainable from published 
literature and articles. 


It is generally recognized that it is 
desirable for the CPA to have a writ- 
ten understanding with his client as to 
the limitations of his responsibility for 
disclosing defalcations and other irreg- 
ularities. Such an understanding could 
be expressed in the CPA proposal let- 
ter, or in the client’s original letter of 
instructions, or in the CPA’s acceptance 
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of instructions, or in the client’s annual 
representation letter. A number of ac- 
countants prefer the representation let. 
ter because they feel that in this way 
new management is apprised of the re- 
sponsibilities assumed by the CPA, 
It is also recognized, of course, that 
an understanding with the client may 
not afford as much comfort to the 
CPA with respect to responsibilities to 
third parties. It would appear, there- 
fore, that in the final analysis, although 
the CPA should be adequately protected 
by reliance on the expression “gener- 
ally accepted auditing standards” cou- 
pled with an examination conducted in 
accordance with such standards, in view 
of the fact that a large part of the 
public does not understand the mean- 
ing of that expression, the CPA should 
as an added measure endeavor to limit 
his responsibility by obtaining a written 
general understanding from his client. 

In those cases where material irregu- 
larities which should have been but 
were not discovered by CPAs during 
the course of making an audit in ac- 
cordance with “generally. accepted au- 
diting standards” come to light. the 
clients involved would, of course, be af- 
fected by any general understanding, 
written or otherwise. In such. situa- 
tions, most clients would either know 
or be advised by counsel that the CPA 
is liable for failure to uncover defalea- 
tions if such failure is due to negligence 
in the conduct of any audit and would 
proceed in accordance with their inter- 
pretation of the specific circumstances, 
regardless of whether the CPAs con- 
cerned had endeavored to limit their 
responsibility by a general understand- 
ing. In many cases in which account 
ants have been unsuccessful in defend- 
ing their failure to uncover defaleca- 
tions or other irregularities, the basic 
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weaknesses in their defense were lack 
of imagination or negligence in carry- 
ing out the work rather than any mis- 
understanding concerning the extent of 
their responsibility. 

The CPA must recognize that as in 
other professions there are certain risks 
involved in the accounting profession 
and must plan and carry out his work 
in an effective and economical manner 
calculated to keep those risks to a mini- 
mum. Therefore, he must also recog- 
nize that he will be attacked, rightly 
or wrongly, in the ordinary course of 
business and that he must expect to 
defend himself on the basis that he has 
complied with the standards of the pro- 
fession in the performance of his work. 
An existing written understanding, even 
if general in nature, may prove to be 
helpful to the CPA in defending him- 


self against a specific legal claim. 
to) 


Conclusion 


With the continual rise in the trend 
of fraud, it is all the more necessary 
for both management and the CPA to 
be constantly alert to develop new de- 
fenses as a safeguard against this most 
insidious form of loss. Internal con- 
trols are management’s first line of de- 
fense; therefore, they must be designed 
to meet the reasonable needs of the or- 
ganization, carefully installed and con- 
tinuously reviewed to determine that 
they are operating as originally planned. 
The CPA can aid management by sug- 
gesting improvements in internal con- 
trols to strengthen this safeguard over 
assets. The significance of this phase 
of the CPA’s work will depend upon the 
competence, imagination and ingenuity 
displayed by him in the performance 
of his examination according to gen- 
erally accepted auditing standards. 


Looking to the Future 


If Charles Waldo Haskins were here today, from all we know about 
him, he would not have dwelt on the past. He would be looking to the 
future. We should and do revere the name, the ideals and his achievements. 
Unchanged is the character of the men of our Society for the same stature 
exists in it and in the profession as when he was active. There is still the 
high sense of personal integrity and of insistence on service to clients and 
to the community which were to him the hallmarks of the professional. 

If Charles Waldo Haskins were here today he would not have dwelt on 
the past, nor indeed the present but he would be looking to the future—a 
future in which he would expect us to hold to the same tenets. 


From an address by Artuur B. Foye, Past President 
of our Society, on the occasion of the dedication of the 
Society’s Haskins MemoriaL Room, April 15, 1959 
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Accountancy Legislation— 1959 


By Mark EF. Ricwarpson, CPA 


The profession of certified public accountancy in New York State has 
been regulated since 1896 by State law. Under the 1959 amendment 
to the Education Law only those non-certified public accountants 
enrolled with the State Education Department, and therefore subject 
to professional discipline, can use the title “public accountant” and 
issue financial statements for credit and banking purposes. 


For many years, in fact for decades, 
efforts have been made to have enacted 
in New York State legislation which 
would provide for the enrollment and, 
through such enrollment, a system of 
discipline of non-certified public ac- 
countants similar to that provided for 
with regard to certified public account- 
ants. Many leaders of the profession in 
this State have given unstintingly of 
their time, their thoughts and _ their 
efforts toward the development of legis- 
lation which would protect the public in 
its dependence upon financial data sub- 
mitted by public accountants who were 
not certified. 

Those who have foreseen benefits from 
this type of legislation have naturally 
looked toward New York State to take a 


Mark E. RicHarpson, CPA, is chair- 
man of our Societys Committee on 
Legislation. Mr. Richardson is a part- 
ner in the firm of Lybrand, Ross Bros. 
& Montgomery, Certified Public Ae- 
countants, 
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position of leadership as it had in the 
original legislation developing the certi- 
fied public accountant as a professional 
man. 

During the New York State legisla- 
tive session in 1958, carefully drawn 
and effective legislation in this field 
was introduced by Senator Milmoe and 
Assemblyman (now Lieutenant Gov- 
ernor) Malcolm Wilson. This proposed 
legislation was passed by both houses 
of the Legislature but was vetoed by 
Governor Harriman. This year, 1959, 
saw the early introduction by Senator 
Earl W. Brydges of a new bill amending 
the Education Law in relation to the 
public practice of accountancy. The 
Brydges Bill was signed by Governor 
Rockefeller on April 23, 1959. 

It will never be possible to properly 
record the many exchanges of views and 
the many hours of honest but tedious 
efforts which preceded the introduction 
of the Brydges Bill and which continued 
in connection with amendments made 
thereto. The ultimate product. however. 
had the support of a very large per- 
centage of the memberships of the vari- 
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ous organized groups of public account- 
ants, together with the New York State 
Society of Certified Public Accountants. 
In addition, it had the support of the 
vast majority of accountants in various 
civil service positions and of the New 
York State Association of Registered 
Private Business Schools, which had op- 
posed earlier legislation of this nature. 


The Bill in Brief 


The bill, as previously stated, repre- 
sents an amendment to existing legisla- 
tion in relation to the public practice of 
accountancy but, through its provisions 
enrolling public accountants not certi- 
fied, changes the nature of the existing 
law from what is known as “permissive” 
legislation to what is known as “regula- 
tory” legislation; the essential difference 
between the types of legislation being 
that “regulatory” legislation provides a 
means to regulate the practice of the 
public accountant who is not certified 
as well as the certified public accountant 
while the “permissive” type regulates 
and controls the practice of certified 
public accountants but permits public 
accountants not certified to practice with- 
out the same requirements and ethical 
restraints, 

In order to accomplish its purpose, 
the bill does the following: 


It provides for the enrollment of all 
non-certified public accountants who, on 
July 1, 1959, are practicing public ac- 
counting as their principal occupation 
and provides for the regulation and 
supervision of their professional! and 
ethical conduct by the State Education 
Department. The public accountants 
who assisted in the drafting of the 
legislation were the most insistent that 
the enrollees be brought under proper 
ethical and professional disciplines as a 
means of raising the standards of all 
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engaged in public accounting and in 
order to protect the public which they 
serve. 

It was recognized by all concerned 
that this provision, applying only to 
those whose “principal occupation” was 
the public practice of accountancy. 
would not always be easy to administer. 
It was not deemed appropriate to in- 
clude in the legislation specific criteria 
to measure whether or not a public ac- 
countant was, in good faith, so engaged. 
However, it was felt that the method 
of screening of applicants provided for 
in the bill (a committee of public ac- 
countants to report to the Board of 
CPA Examiners on the character, ex- 
perience and qualifications of appli- 
cants) would soon serve to develop 
proper criteria, particularly as_ the 
screening would be subject to Board 
review. 


II 


The bill also provides for the enroll- 
ment as a public accountant of one who 
was engaged, on the first day of July, 
1959, in good faith, in the public prac- 
tice of accountancy and who had been 
so engaged for at least six years during 
the last ten years as an individual prac- 
titioner, or as a co-partner, or as an 
employee of such, or as an employee of 
any department, agency or instrumen- 
tality of government, and whose duties 
entailed accounting, auditing or the ex- 
amination or investigation of tax re- 
ports or all or any of the services which 
constitute the public practice of account- 
ancy. This provision also includes those 
who, during the prescribed period, have 
engaged in any combination of the 
foregoing activities. It provides for the 
recognition, in the opinion of the Board, 
of accounting experience during the re- 
quired period which is equivalent to 
that set forth specifically. 
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Here again, specific criteria were not 
included in the statute and it was recog- 
nized that the public interest would best 
be served by the enrollment only of 
those who could satisfy the selective 
screening provided through the sug- 
gested committee. With regard to this 
section, there is no provision that any 
of the activities be the principal occu- 
pation of the applicant. The basic pur- 
pose was to provide in this subsection 
for the enrollment of those engaged, 
in good faith, in public accounting for 
the required number of years. 


iil 


The bill provides further for the en- 
rollment of an individual engaged in 
the public practice of accountancy for 
a total of thirteen years (less up to 
three years of service in the Armed 
Forces) as an individual practitioner or 
co-partner or employee of such or as an 
accounting employee of a governmental 
department, even though public account- 
ing was not his principal occupation 
and even though at July 1, 1959 he did 
not meet the requirements indicated in 
(II) above. 


IV 


For those accountants who cannot or 
do not wish to leave their present em- 
ployment, the bill provides for a decla- 
ration that the accountant so engaged, 
for at least six years of the last ten 
years, intends to practice as a public 
accountant at a later date when he 
leaves his present employment. This 
“declaration of intent” provision pro- 
tects the future rights of those who pres- 
ently would qualify except that they are 
unable or unwilling to leave present em- 
ployment to become public accountants. 
This provision is intended to assist ac- 
countants in governmental agencies 
which have regulations prohibiting em- 
ployees from engaging in outside prac- 
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tice and also to assist present staff 
accountants under certain circumstances, 


Correcting a harsh situation which 
had existed for some time, the bill pro- 
vides for the licensing as certified pub- 
lic accountants of several hundred indi- 
viduals who previously passed all parts 
of the regular certified public account: 
ant examination but who could not meet 
the present experience requirements rela- 
tive to public practice; the majority of 
these persons being those who entered 
government service immediately upon 
passing the examination and who did 
not previously possess the experience 
necessary. 


VI 

While the bill permits others to issue 
financial statements for specific pur- 
poses and also permits the continuing 
of some accounting services, such as 
the preparation of tax returns, etc., by 
other than those enrolled, it limits the 
issuance of financial statements, reports 
and opinions thereon on a professional 
basis, that is, so-called third-party 
statements, and the holding of oneself 
out as qualified to so practice, to certi- 
fied public accountants and_ enrolled 
public accountants. 


The Mechanics of the Bill 


The bill requires application for en- 
rollment by October 1, 1959 of all 
individuals meeting the various provi- 
sions regarding the practice of account- 
ancy on July 1, 1959, and also enroll- 
ment by the same date, of those eligible 
to file a “declaration of intent”. There- 
after, no one will be permitted to enroll 
as a public accountant. 

No action is required by certified 
public accountants under this particular 
bill. The provisions of earlier law con- 
tinue in effect. 
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While the actual implementation of 
the law rests with the responsible State 
agency, it is anticipated that the enroll- 
ment features of the law will require 
only a very simple application form 
which might be obtained from the De- 
partment of Education upon request. 
If the committee of public accountants, 
provided for in the law, is utilized by 
the State, it is anticipated that “forms” 
can be kept at a minimum with a corre- 
sponding economy in operation. 

As soon as feasible after enrollment 
is completed, it is anticipated that a 
roster of enrollees will be published. 
Complete re-publication periodically 
would not seem to be necessary as the 
only change in the list would be an 
indication of those entering public prac- 
tice who had previously enrolled under 
a “declaration of intent” and deletions 
for any cause. 


Conclusion 
The enactment of the accountancy leg- 
islation discussed above represents a 
milestone in professional attainment. 
For many years, the certified public ac- 


countants of the State have accepted the 
responsibilities and ethical standards of 
their profession, recognizing them to be 
in the public good. Many of the public 
accountants of the State, who, for one 
reason or another, have not obtained 
their certificates as certified public ac- 
countants have wished for, and have 
worked for, the establishment of stand- 
ards of conduct and professional ethics 
which would be made applicable to them 
in their practice because they recognize 
such to be in the public good. Both 
groups must now join in accepting with 
humility and with a full sense of the 
problems involved, the responsibility for 
making the new legislation function as 
it is intended. Extensive cooperation in 
many ways, particularly in the exchange 
of essential professional information, 
will be necessary if the raising of the 
standards of practice of all engaged in 
public accounting is to be accomplished. 
Strict adherence to professional stand- 
ards and prompt discipline where nec- 
essary must now become by-words of 
all public accountants as well as of 
those who are certified. 


Working Together in a Common Interest 


In a large sense, I conceive of our Society, not simply as a professional 
organization, but as a group of individuals engaged in common pursuits. 
The many friendships that this association of individuals has engendered, 


equals the professional benefit derived. 


Ours is not a complex of boards and committees, but a group of pro- 


fessional friends with similar interests. 


And so, it is fitting that this room be designated not merely as a con- 
ference room, but rather that it be dedicated to the individual who laid 
the groundwork of a Society of men and women working together in a 


common interest. 


From an address by Ett Mason, Vice President 
of our Society, on the occasion of the dedication of the 


Society’s Haskins MemMortat Room, April 15, 1959 
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Internal Control, Audit Trail, and Electronics 


By Kennetu G. Capematori, CPA 


Electronic data processing presents new problems of internal control 
and audit trail. It also offers new opportunities to the auditor to serve 
his clients and to conduct more effective examinations. The author 
discusses some of the experiences of auditors to date with electronic 


data processing. 


So far, articles on the subject of the 
auditor and electronic data processing 
(EDP) have been limited principally to 
discussing the need for the auditor to 
participate in the planning for EDP sys- 
tems to ensure that adequate internal 
controls are included and that adequate 
trail is provided in the records for the 
auditor to carry out his time-proven 
audit techniques. The wisdom of this 
approach when the auditor first en- 
counters EDP with no experience to 
guide him is indisputable. 

Management, at first also without ex- 
perience with EDP, was willing to pro- 
ceed cautiously with the auditor. Now 
four years of experience with EDP have 
been acquired by management and audi- 
tors. The progress of management with 
EDP during this period has been at- 
tested to in numerous publications. But 
there is little reported as to what the 
auditor has learned and accomplished. 


KENNETH G, CApemMaTorI, CPA, is a@ 
manager in the New York office of Price 
Waterhouse & Co. He is a member of 
the American Institute of Certified Pub- 
lic Accountants and of the Education 
Committee of the New Jersey Society 


of CPAs. 
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It is the purpose of this article to 
appraise some of the experience of 
auditors to date. Because the experience 
is limited and has not been widely re- 
ported, such an appraisal cannot be 
complete or final. However, certain of 
the effects of EDP on internal controls 
and auditing are apparent and there is 
an indication of what further the audi- 
tor may expect in the future. 


What is EDP? 


The term EDP has acquired many 
meanings. It has been used to desig: 
nate among other things automated 
data processing, integrated data pro- 
cessing, electronic equipment, or me: 
chanical equipment with electric motors 
Manufacturers offer “electronic” equip- 
ment for sale at prices ranging from 
$10,000 to almost $3,000,000. 

For the purposes of this article let us 
define EDP in the form that presents 
the most concern to auditors. Electronic 
data processing is a system which (a) 
records accounting and like data close 
to its origination, and (b) with a mini- 
mum of human intervention, processes 
the data by electronic equipment with 
flexible abilities and directed by stored 
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programs, to produce (c) an end result 
ready for use for final recording, for 
review and decision making, or for 
consumption (sales invoices, payroll 
checks, etc.) . 

By choice, this definition excludes 
tabulating card systems which require 
frequent human intervention and elec- 
tronic computers not part of an_ inte- 
grated system. In terms of equipment 
it refers to the IBM 700 series, Univac 
I and II, Datamatic 1000, RCA Bizmac 
and like equipment, as well as smaller 
equipment such as IBM 650 and Rem- 
ington Rand File Computer. 


The Coming Challenge 

Although it has not lived up to the 
extreme forecasts made for it, EDP rep- 
resents a revolution presently taking 
place in clerical and accounting opera- 
tions. The recognition of this has been 
delayed to some extent by the limited 
number of organizations able and will- 
ing to incur the high costs of conversion 
and equipment rental, by the long pe- 
riods of effort required to place a system 
in operation, and by the natural reluc- 
tance in initial applications to attempt 
major departures from previous pro- 
cedures. 

All of these retarding influences are 
beginning to weaken. To meet the needs 
of smaller users, smaller equipment at 
lower costs is now available with 
similar but less flexible abilities.! Equip- 
ment users have established centers for 
joint use of equipment.? In addition, 
manufacturers and_ statistical service 
organizations now have equipment avail- 
able on a service basis. 


The effort required to place a system 
in operation is also shrinking. In the 
past four years, a capable group of ex- 
perienced system designers and_pro- 
grammers has been developed. Their 
accumulated knowledge is being further 
augmented by systems devised by equip- 
ment manufacturers which will permit 
increased amounts of programming to 
be done in conventional language, which 
is then convertible by a machine rou- 
tine into machine language.* Program 
libraries have been organized to make 
available standard programs for com- 
mon operations such as sorting and 
editing. 

The progress being made in reducing 
the costs and effort of placing a system 
in operation is of interest to the auditor 
only in that it means he will be en- 
countering more of EDP. However, the 
progress being made on the third re- 
tarding influence, the reluctance to de- 
part from previous procedures, is of 
more critical interest to the auditor. It 
is here that EDP is threatening his 
sacred institutions of internal control 
and audit trail. Why is this so? 


The qualities of skepticism and cau- 
tion so commonly attributed to the au- 
diting profession are also a common 
trait of finance management. Accord- 
ingly, initial applications of EDP were 
in areas already heavily mechanized and 
were subjected to extensive controls and 
checks. The present chairman of The 
American Institute of Certified Public 
Accountants’ Electronic Accounting 
Committee has expressed the following 


belief: 


1. For example, IBM 305 Ramac with an annual rental of about $40,000. 


2. Span Electronic Processing Center, Hartford, Conn. Organized by four insurance com- 


panies to operate an IBM 705 for joint use. 


3. Flow-matic programming system, for the Remington Rand Univac; symbolic optimal 
assembly program and autocoder system for IBM 705. 
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Some years from now we shall probably look 
back on these early electronic installations 
and decide that in terms of the future, elec- 
mid 1950°s were 
somewhat overcontrolled. In other words, the 
individuals charged with the responsibility 
for designing procedures and the heads of the 
departments for whom the procedures were 
designed were both sufficiently uncertain or 
inexperienced in the operation of electronic 
machines to risk too radical a form of installa- 
tion. Or business management had not yet 
altered its ideas to any appreciable extent 
about how much and what types of informa- 
tion it needed to run the business and about 
the amount of delay which could be tolerated 
in providing information to itself and to the 
public. As a matter of fact, some of the cur- 
rent electronic installations provide more con- 
trol and more details than did their prede- 
cessor manual or mechanized procedures. The 
desire to provide ample protection 


tronic procedures of the 


present 
seems quite understandable and quite logical. 
I feel quite certain, however, that much of 
this overcontrol will tend to disappear as con- 
fidence in the ability of the machines and the 
procedures increases and we become more 
adept in identifying business’ real informa- 
tional requirements.* 


The most frequent initial application 
is payroll preparation and_ recording. 
Usually, the predecessor system was 
well integrated and perhaps on tab 
equipment. Thus. most of the problems 
of data origination and flow had already 
been resolved. The ability to reconcile 
the number of employees, total normal 
pay (and even gross pay), total deduc- 
tions, etc., meant that no great reliance 
had to be placed on the EDP system. 

EDP has generally come through these 
original applications with flying colors. 
We are told of a system that has com- 
puted and prepared 2,000,000 pay state- 
ments in the past two years without 
causing a single incorrect payment to 
be made. It is this type of experience. 
together with greater accumulated 
ability of the EDP personnel, that has 


4. A, 


B. Toan, Jr., “Auditing Electronically 


caused management to look with confi- 
dence toward new areas of application 
which, because of their complexity. have 
avoided integrated mechanical process- 
ing. To illustrate, one organization has 
developed an application whereby the 
system, when processing inventory trans- 
actions, will detect low stock balances 
and automatically issue purchase orders 
to replenish the stock. When the mate- 
rial is received, the receiving report 
and invoice data are entered into the 
system and are compared by electronic 
circuits with the purchase order infor- 
mation previously recorded; if all are 
in agreement, a check is prepared for 
payment (the check, of course, is signed 
by a check signing machine). 

In the system just described there is 
no provision for the elaborate documen- 
tation and approvals and segregation 
of functions which are considered to be 
such an essential part of a good system 
of internal control and audit trail. In- 
stead, invoices are paid based upon the 
invisible comparison and multiplication 
and addition of electric impulses at 
speeds expressed in millionths of a 
second. 

The cost-savings appeal of this and 
other highly integrated automatic sys- 
tems is becoming more obvious to man- 
agement. Can the auditor rely on the 
controls incorporated in these systems 
and does he have a means of auditing 
it? Let us consider how the auditor 
has approached EDP thus far and the 
lessons he has learned. 


The Auditor's Approach to EDP 


To be clear from the beginning, the 
approach to EDP to be discussed here 
is not meant to represent the approach 


Produced Records,” Proceedings of National 


Conference of Electric & Gas Utility Accountants, April 17, 1956, p. 317. 
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taken by most independent auditors. It 
is intended to represent a composite of 
the best. In far too many instances, the 
independent auditor has not entered 
the picture until after the system was 
in operation and in some such circum- 
stances has limited his review on an 
assumption of high reliability for the 
EDP system. This approach has definite 
shortcomings. 


Reasons for Reviewing EDP 


Assumptions based upon representa- 
tions of EDP equipment sales personnel 
or even specialists of the client, do not 
meet generally accepted auditing stand- 
ards requiring examination of evidential 
matter.” Also, because of the complex- 
ity of EDP systems and the minimum 
visible controls and records, the initial 
review can be a difficult task, which be- 
comes more difficult after the system 
goes into operation and the development 
staff is dispersed. One lesson usually 
quickly learned by auditors is that EDP 
planners and programmers generally do 
not keep records equivalent to proce- 
dure files explaining in lay language the 
operation of the program. Finally, by 
not participating in the development 
stage the auditor loses an opportunity 
to aid his client in the field in which he 
holds himself out to be an expert. His 
knowledge of the operations, controls 
and audit trails in the client’s present 
system (and other systems with which 


5. American Institute of Certified Public 
Standards,” pp. 13, 14. 


“Standards of Field Work 


2. There is to be a proper study and evaluation of the existing internal control as a basis 
for reliance thereon and for the determination of the resultant extent of tests to which 
auditing procedures are to be restricted. 


3. Sufficient competent evidential matter is to be obtained through inspection, observa- 
tion, inquiries and confirmations to afford a reasonable basis for an opinion regarding 
the financial statements under examination.” 


1959 


he is familiar) can be of valuable assist- 
ance. In addition, to the extent the 
auditor is familiar with EDP, he can 
further aid the client’s staff; and to the 
extent he must learn of EDP, he is given 
an opportunity to prepare for the prob- 
lems the client’s progress will present 
to him. 


The opportunity for service to clients 
cannot be overstressed. It has been 
common experience that as a result of 
the time spent by a client in patiently 
explaining his plans to the auditor, the 
auditor, based on this newly acquired 
understanding of EDP, has been able 
to suggest means of establishing more 
effective internal controls, frequently 
more efficient than those contemplated 
by the client. 


Review at Various Stages 


The best approach to EDP suggested 
by experience to date consists of a num- 
ber of reviews by the auditor at various 
stages in the development of an EDP 
system, as follows. 


Feasibility Stage. While the client is 
studying the feasibility of EDP, a gen- 
eral discussion of the present proce- 
dures, controls and audit information 
will pave the way for more detailed dis- 
cussions subsequently. In addition, such 
a discussion may aid the client in his 
decision on whether to proceed with 


EDP. 


Accountants, “Generally Accepted Auditing 
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Preliminary Flow Chart Stage. Either 
by participation in the client’s staff 
meetings or by a review at the comple- 
tion of the preparation of the prelimin- 
ary flow charts, the auditor should con- 
sider and discuss: 

1. Source, form and control of input 
data. 
ing. tape identification and retention 
and similar items pertaining to machine 


2. Programmed checks, input edit- 


processing. 

3. Content, frequency and distribu- 
tion of output records and reports and 
adequacy of audit trail. 

4. The segregation of functions in 
and between the source information 
group, machine operation center and 
accounting control groups. 


Final Testing Stage. During the pe- 
riod of parallel operation or other form 
of final testing of the programs, the 
auditor should review and discuss: 


1. The manner in which the _pre- 
viously agreed procedures and controls 
were implemented. 


2. The extent of the testing of the 
program and any unanticipated prob- 
lems arising therefrom. 


3. The procedures and controls for 
the period of conversion to the EDP 
system. 


Post Operation Stage. Following the 
first month of operation, the auditor 
should meet with the client to discuss 
any problem arising during this period. 


The above reviews and discussions 
should enable the auditor to evaluate 
the internal accounting controls for the 
purpose of counseling the client and for 
planning his subsequent regular exami- 
nation. In the absence of specific in- 
structions from the client it is not in- 
tended that the reviews include any 
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detail examination or that the program- 
ming be appraised in detail. 


Effect of EDP on Internal Controls 
Essentials of a Good System of Control 


In applying internal controls to EDP, 
auditors have generally recommended 
maintaining the same balance of con- 
trols and risks existing in the predeces. 
sor system by requiring a new control 
to be established to replace each con- 
trol lost due to the nature of the EDP 
system. To illustrate we must first con- 
sider what are the essentials of a good 
system of internal control: 


First, a division of duties and respon- 
sibilities among employees or groups 
of employees in such a manner that no 
one person has complete accounting con- 
trol over substantially all phases of a 
business transaction. 


Second, provisions to ensure the ac- 
curacy and completeness of the original 
reporting of source data. 


Third, established procedures to en- 
sure the consistent and accurate pro- 
cessing of the source data. ° 


Fourth, intelligent review of the in- 
termediary documents and records by 
authorized employees. 


Fifth, review and interpretation of 
the end results of the accounting system. 


Effect of EDP on Internal Controls 


By referring to our definition of elec- 
tronic data processing, it is easy to see 
what auditors foresaw would happen to 
the essentials of good internal controls 
when they encountered EDP. 

Division of duties. The opportunities 
for dividing duties and responsibilities 
among employees would be restricted 
by the integrated nature of EDP which 
concentrates much of the responsibility 
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in the electronic equipment and the em- 
ployees controlling the equipment.® 

Source data control. Similarly, the 
ability of the EDP system to accept data 
in its original form, without refine- 
ments, sorting, and summarizations, 
would eliminate many of the normal 
operating procedures which formerly 
controlled the accuracy and complete- 
ness of source data. 

Processing control. In the opposite 
direction, it appeared that EDP equip- 
ment, barring human __ intervention, 
would process data with rigid consist- 
ency and with accuracy far surpassing 
that of humans or equipment previously 
available. 

Intermediary review. Intelligent re- 
view of intermediary documents and 
records would be severely limited by 
the meager amount of intermediary visi- 
ble records necessary in an EDP system. 

Final review. A second strength fore- 
seeable was the extensive and flexible 
ability of the new equipment to produce 
various analyses and reports of the end 
results not formerly available because 
of equipment limitations. 


Establishing Alternative Controls 


The weakening of the conventional 
internal accounting controls at a time 
when they were about to embark on the 
new experience of EDP had no more 
appeal to management than it did to 
the auditors. Accordingly, both parties 
usually worked together to establish al- 
ternative controls along the following 
lines. 

Division of duties. To add to the di- 
vision of responsibilities, the EDP unit 


was established as a separate responsi- 
bility center independent of the em- 
ployees originating or authorizing 
source data and of the employees util- 
izing or approving the end results. In 
addition, controls were established over 
the employees operating the equipment 
by: (a) closely accounting for process- 
ing time (human intervention necessary 
to any manipulation by the operator is 
very time-consuming); (b) manage- 
ment review of processing time and the 
print out of the supervisory typewriter; 
(c) requiring two operators to be pres- 
ent for all processing, and rotating op- 
erators between shifts to avoid having 
the same operators controlling the same 
processing runs each time. 

Source data control. Accurate and 
complete source data are, of course, 
important for control purposes, but they 
are equally important for efficient unin- 
terrupted equipment operation. Four 
general methods of adding to the re- 
liability of source data have been used: 
(a) requiring greater control and check 
in the operating departments at the time 
the data are first recorded; (b) making 
use of any possible independent con- 
trol totals available of the source data 
to check the EDP totals—dollar totals, 
“nonsense” totals of items not normally 
totalled (employee numbers, quantities, 
etc.), record counts, check of complete- 
ness of a numeric sequence; (c) ma- 
chine editing of input data for presence 
or absence of punched holes in certain 
fields, logical relation of data (each in- 
ventory transfer should include a loca- 
tion to be charged and one to be cred- 
ited), illogical relations (no material 
charges should be made to the earned 


6. American Management Association, “Electronics Reference Handbook,” pp. 1-13. 
“There is no denying, however, that the internal control provided through a division of duties 
will be at least diluted and probably lost completely when computers reach their maximum 
utilization. The absence of organizational independence of operating, custodian and account- 


ing functions cannot be used to hinder progress, but this strong deterrent to errors and fraud 
must be replaced by other control devices of equal value.” 
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surplus account), and limit checks (no 
employee should report more than 50 
hours); (d) machine summarization or 
listing of the source data processed by 
the EDP system to be reported back 
to source area for review. 

Processing control. In addition to the 
inherent accuracy and built-in controls‘ 
of the electronic equipment, additional 
control is provided by daily preventive 
maintenance designed to detect possible 
failures and also by programmed checks 
such as double or reverse arithmetic, 
crossfooting and balancing, limit checks, 
dual reading and comparison of input 


data. and identification check by com- . 


parison of secondary identifying charac- 
teristics, such as unit of measurement. 

Intermediary review. Some techniques 
have been devised to provide for human 
review of intermediary records; for ex- 
ample: requiring the machine to print 
a proof on the supervisory typewriter 
showing for each inventory class the 
opening inventory balance, total receipts 
and issues processed, and closing bal- 
ance. This proof may be reviewed by 
the operator or management and com- 
pared with predetermined control totals. 
However, in this area there generally 
has been a willingness to rely on the 
accuracy of the equipment and on the 
review of the end results. The proof 
mentioned above would normally be in- 
cluded in the program and the closing 
balance would be compared with an in- 
ternally footed total of the individual 
inventory items; but, no print out would 
be called for unless the proof did not 
agree with the total of the individual 
items. 

Final review. EDP has contributed 
considerably to internal controls in the 


area of analyses and reports of the end 
results. It is now possible to produce 
information which will quickly high. 
light unusual transactions whether re- 
sulting from actual circumstances. in- 
correct source data, or inaccurate ma- 
chine processing. Payroll variation re- 
ports list all employees paid other than 
normal pay; purchase price variation 
reports identify all materials purchased 
at a price greater than the previous 
price; credit action reports list all sales 
invoices not liquidated within the credit 
period; and so on to the extent that 
such information can be of value to 
management. 

In summary, the custodians of good 
internal control—management and _ the 
auditors—have sought to replace the 
former controls, no longer possible due 
to the concentration of responsibility 
and the reduction of source data con- 
trols and intermediary review, by mak- 
ing greater use of the accuracy and 
flexibility of the EDP equipment to pro- 
vide alternative controls, 


Effect of EDP on Auditing 


At a conference on automation and 
electronic data processing, one of the 
participants stated that “to the auditor 
or comptroller who will learn the basic 
principles of automation and electronic 
data processing, new avenues of testing. 
spot-checking and verifying will open 
up. Today we have better methods of 
control with key-driven equipment and 
with punched card equipment than were 
available under manual methods of op- 
eration. The complete separation of 
data processing from entry origination 
which becomes absolute with the use 


7. For example, the parity bit check. To detect alteration of the magnetic bits comprising 
a character in the machine code, each character is given an odd number of magnetic bits. 
In every transfer of data within the system, each character is tested for an odd number of 
bits. An even number of bits indicates an incorrect character and will stop the operation. 
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of electronic equipment will bring the cessing equipment frequently receives 
field of audit and control to a stage of | greater consideration than their use as 
perfection never before imagined or evidence of a transaction having oc- 
even dreamed of.” curred. Accordingly, the design of 

To date this millennium has not oc- source documents has stressed simplicity 
curred. Rather, the auditor has found in preparation and a minimum of man- 
that EDP has not altered his basic ob- ual recording and, as indicated pre- 


jectives which remain: viously, frequently less human review 
1. To determine the validity of the and approval are required. When filing 
source data. source documents, there is a tendency 


to let the document remain in the se- 
quence in which it was introduced to 
the EDP equipment rather than to sort 
it into some logical sequence for ease 
in locating. These changes force more 
reliance on the system of internal con- 
trol governing the creation of a source 

However, EDP has changed some of document: consequently, the auditor has 
the techniques used to accomplish these heen required to give “greater attention 


2. To check the accuracy of the 
processing and summarization of the 
data. 

3. To review the completeness of the 
disclosure of the processed data in fi- 
nancial reports. 


objectives. to the operation of the controls rather 
than to the correctness of individual 
Validity of Source Data transactions. A second effect is that the 


reduced evidential value of source docu- 
ments, coupled with ability of the EDP 
equipment to prepare confirmation re- 
quests and facilitate comparison of in- 
ventory counts, makes it desirable and 
feasible to make greater use of the ex- 
tended procedures of direct confirma- 
tion of receivables and observation of 
count of physical inventories.® 


As might be expected, these changes 
have not materially affected the deter- 
mination of the validity of source data. 
Here the problem remains to relate the 
source data to the actual existence of 
assets or liabilities or occurrence of 
transactions. The techniques of inspec- 
tion, observation and confirmation re- 
main very much in vogue. 

The value of source documents as evi- 
dence for the auditor to inspect, how- 
ever, is undergoing change. In the de- The problem of checking the accuracy 
sign and use of source documents, their of processing and summarization of 
use as a means of accumulating data for data was one of the early concerns of 
processing by the electronic data pro- the auditor when he first approached 


Accuracy of Processing 


8. Forde Steele, “Bank Automation,” Banking, July 1957, p. 138. 

9. Harris R. Symes, “Auditing—EDP,” presented at National Conference of Electric and 
Gas Utility Accountants, April 14-16, 1958. In reporting on internal auditing with EDP in 
the Detroit Edison Company: 

“Confirmation— .. . for the first time we are utilizing the electronic equipment to prepare 
audit confirmation notices to customers. This is accomplished at the time when the machine 
lists the accounts receivable having arrears, by having the machine automatically prepare a 
tabulating card-size confirmation notice. The machine also prepares a listing of the 
accounts for which notices have been issued for our use as follow up. Under this pro- 
cedure we will issue approximately 4% negative type confirmations to customers. Formerly, 
this work was done manually and our coverage was only about 144%.” 
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electronic data processing. Would there 
be adequate audit trail to permit him 
to trace from the end results to the 
source data? For the most part, this 
seems to be a problem of the future. 
At the present time, most installations 
produce extensive data in the end re- 
sults.1° For example, the payroll regis- 
ter as we are familiar with it, is still 
used. Distribution of inventory charges 
will frequently be supported by a list- 
ing of each requisition, permitting di- 
rect reference to the source document. 
Other output records similarly include 
extensive details made possible by the 
use of high speed printers capable of 
printing 500 to 900 lines a minute. 


However, in some EDP systems the 
conventional audit approach of select- 
ing a number of transactions and trac- 
ing them manually through the process- 
ing has proven burdensome and difficult 
to achieve. For example, prior to pre- 
paring a shipping order, the EDP sys- 
tem may check the customer’s account 
balance at that time against his credit 
limit by reference to information stored 
on magnetic tape or in internal memory. 
As the balances are only printed peri- 
odically, for the auditor to test this 
control he will have to obtain the last 
prior printed balance and bring it up 
to shipping order date by manually 
posting all intervening transactions. 

As a result of the difficulty in apply- 
ing conventional audit techniques, as 
well as the opportunity presented by 
EDP for developing more effective and 
efficient audit procedures, auditors have 
progressed along four paths in seeking 
new techniques: 


1. Use of the EDP equipment to test 
itself. 


2. Development of electronic audit 
programs. 

3. Creation of program controls, 

4. Use of operating controls. 

It will be apparent that all four ap- 
proaches require a considerable knowl- 


edge on the auditor’s part of the EDP 
system and the controls built into it. 


Use of Equipment to Test Itself 


On a surprise basis, the auditor may 
request that the machine program being 
used to process data be retained in the 
machine after the processing is com- 
pleted. At this time the auditor will 
have the machine process special test 
data for which he has predetermined 
the correct end results. Such data in- 
clude items deliberately designed to 
violate programmed controls, such as 
limit checks. The results of the pro- 
cessing are compared by the auditor 
with the predetermined end results (pos- 
sibly by use of a tabulating card col- 
lator). This technique permits the audi- 
tor to test the operation of both the 
program and the equipment. 
quently, the test cases for use by the 
auditor may be salvaged from the mate- 
rial prepared by the programmers for 
use in the origina! debugging of the 
program. 

A second method suggested is to in- 
clude a special checking routine in the 
program in addition to the checks con- 
sidered necessary for regular processing. 
When required by the auditor this spe- 
cial routine would be put into operation 


10. The most difficult problems of audit trail are found where equipment with large 
internal “permanent” storage, such as IBM 305 Ramac and the Univac File Computer, 
are used for in-line accounting. This situation is discussed in a booklet “In-Line Elec- 
tronic Accounting, Internal Control and Audit Trail,” prepared by Price Waterfiouse & 
Co. for International Business Machines Corporation. 
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by the means of a program alteration 
switch and would perform a series of 
arithmetical and other checks of both 
the data being processed and the data 
stored in internal memory and on mag- 
netic tapes. This technique of including 
in the program an optional routine can 
also be used to provide a complete print 
out of a series of transactions for the 
auditor to check when the regular pro- 
gram provides for only selected trans- 
actions to be printed. In one case, we 
can obtain all inventory price computa- 
tions for checking although normally 
the only details printed are for transac- 
tions in which the new average price 
exceeds the former price by 15 per cent. 


Development of Electronic Audit 
Programs 


Of the new techniques available to the 
auditor, the possibility of developing 
electronic audit programs offers the 
greatest opportunity for increasing au- 
diting effectiveness and efficiency. While 
the procedures in each program will 
differ, their basic function will be to 
check automatically the routine items 
and select the unusual or incorrect items 
for the auditor to pursue further with 
conventional procedures. In view of the 
large number of items normally pro- 
cessed centrally by an EDP system, the. 
value of being able to quickly dispose 
of the routine and correct items is 
apparent. 

The development of electronic audit 
programs is neither simple nor quick. 
It requires knowledge of the EDP sys- 
tem and data storage format and of 
programming and operation of the elec- 
tronic equipment. Also, the time re- 
quired to plan, develop, and test a pro- 
gram can be considerable. For exam- 
ple, the relatively simple program de- 
scribed below took 300 man-hours to 
develop. 
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An illustration of what can be accom- 
plished with an electronic program is 
the following program developed by us, 
with the aid of specialists from our 
management advisory group, for au- 
diting a 25,000-man payroll. 

The company stores all the historical 
and cumulative data necessary to com- 
pute the payroll on a master tape file 
which is updated each week as the pay- 
roll is computed. A set of the master 
tape files were reproduced during our 
previous examination and stored under 
our control. In our succeeding exami- 
nation another set of master tape files 
was similarly obtained. Both tapes, 
together with the table of job classifica- 
tions and wage rates included in the 
union contract, were processed by the 
audit program as follows: 


1. Employees on the prior and not 
the current master tape file were iden- 
tified on punch cards as terminations. 


2. Employees on the current and not 
the prior master tape file were identified 
on punch cards as newly hired per- 
sonnel. 


3. Rates of pay in the two files were 
compared and any changes other than 
the standard increases provided in the 
union contract were printed as excep- 
tions. 


4. The rate of pay of each employee 
in the current master file was checked 
against the rate prescribed for his title 
code and exceptions were printed. 


5. The accumulated withheld income 
and social security taxes in the current 
year were checked by computation and 
exceptions were printed. 


6. The number of employees and the 
total of their individual rates of pay on 
the current master tape file were ac- 
cumulated to compare with control rec- 
ords to check the completeness of the 
cur.ent file. 
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The audit program thus checked or 
identified all major changes on the pay- 
roll since our last examination. The fol- 
low-up on the items identified was done 
in the usual audit manner for all rate 
exceptions and for selected terminations, 
hires, and tax withholding differences. 
In addition, the punch cards identifying 
new hires and terminations were col- 
lated with similar cards used by the 
personnel department as a check of the 
authorization of all new hires during 
the period. 

The above program is considered only 
the beginning and various ways of ex- 
panding it are being considered. How- 
ever, even in its present stage it accom- 
plished in two hours of computer time 
what would have taken 5000 man-hours 
if the auditors were to make the same 
tests manually. 


Program Control 


The auditor obtains a copy of the 
approved EDP program and by means 
of test cases or manual checking satisfies 
himself as to the accuracy of the pro- 
gram. Subsequent changes in the pro- 
gram are also submitted to the auditor 
for his review and for inclusion in his 
copy of the program. This control copy 
of the program may be used by the 
auditor in either of two ways: 

1. On a surprise basis, he may have 
this program compared with the pro- 
gram used during the actual processing 
of data, in order to determine whether 
the approved and attested program was 
used, 

2. As an alternative approach, he 
may request that data previously proc- 
essed with the operating copy of the 
program be reprocessed with his copy 
of the program and that the end results 
be compared. This method has the 
additional advantage of also checking 
any intervention by the machine op- 
erator. 
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Although the successful use of con- 
trol copies of programs has been re. 
ported, a word of caution is in order, 
Often in the early stages of the use of 
a program, a great many changes are 
required by events brought to light by 
the actual operation of the program with 
live data. In addition, subsequent ma- 
jor overhauls are usually required to 
reassemble the program to smooth out 
the patches and to adapt the program 
to equipment modifications. The con- 
tinuing program changes may make it 
impractical for the auditor to review 
them in detail. Accordingly, it is well 
not to attempt to establish a control 
copy of the program until it is reason- 
ably expected that the system has been 
settled by operation for a period of 
time, perhaps a year or two. 


Use of Operating Controls 


The technique frequently used in tab- 
ulating card systems of having a depart- 
ment other than the machine processing 
department establish predetermined end- 
result totals by reference to summaries 
of source data is also a valid technique 
for use in EDP systems. Where such 
predetermined totals are available, fre- 
quently in the operating department, the 
auditor may utilize them to check the 
over-all accuracy of the data processing. 

As mentioned earlier, the EDP system 
may report intermediate proofs on the 
supervisory typewriter. The auditor 
also can use this information to check 
the processing. The review of the super- 
visory typewriter print-out is a valuable 
audit technique also in that irregular 
items and interventions by the operator 
are usually disclosed thereby. 


Completeness of Disclosure 


The auditor’s third objective, that of 
reviewing the completeness of the dis- 
closure of data in financial reports, has 
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also been affected by EDP. Where the 
EDP system is programmed to print de- 
tails of unusual items, the auditor’s job 
of locating such items and determining 
whether they have been properly re- 
ported is simpler than where he is re- 
quired to locate unusual items by de- 
tail testing. Such listings and the ex- 
panded financial analyses and statistical 
data produced by EDP systems greatly 
aid the auditor in reviewing the com- 
pleteness of disclosure. 

One limitation in this approach and 
a possible danger to the auditor is that 
the exception listings include only items 
departing from the standard estab- 
lished within the program. If manage- 
ment changes these standards during 
the period under review, the exceptions 
listed will take on a different signifi- 
cance in that they will be exceptions 
from the new standard. As the details 
of the processing producing such excep- 
tions will be hidden from the auditor 
on magnetic tape, he may not readily 
determine that management has changed 
the standards. For example, manage- 
ment may decide that it is no longer 
necessary to list all accounts receivable 
with balances in excess of 30 days old, 
and instead it may require only those 
balances over 90 days old. Unless the 
auditor is aware of this change, his 
review of what is described as past-due 
accounts will take on a greatly different 
significance. Accordingly, it is neces- 
sary for the auditor to make tests to 
detect any changes in important stand- 
ards and procedures in the EDP system 
before he can rely on the output of the 
system to facilitate his review of dis- 
closure. 


The Lessons of EDP 


The experience with EDP in the past 
four years has provided a number of 
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conclusions to guide the auditor when 
he seeks to meet the challenges of the 
future. 

The importance of a close review of 
the system during its development stage 
has been proven most valuable by the 
repeated use made of the information 
so acquired in advising the client in 
developing an efficient system and, more 
significantly, in recommending and ap- 
praising internal controls and design- 
ing effective audit approaches. 

EDP systems have proven extremely 
reliable and accurate. A_ well-pro- 
erammed and tested system provides 
controls over inaccuracies to an extent 
never before possible in large-scale 
operations. Under these conditions, the 
expenditure of extensive manual effort 
by the auditor to check the accuracy 
of an established system seems unjusti- 
fied. Rather, greater use of the equip- 
ment to check itself and more testing 
of over-all controls appear in order. 

Although the controls over inaccurate 
processing have increased, the controls 
against fraud have weakened. The 
mechanical preparation and use of 
source data and the reduction of human 
review of the reasonableness and pro- 
priety of individual transactions in EDP 
operations, facilitate the hiding of care- 
fully planned frauds. Also, the ease 
with which the method of operation 
may be changed by management deci- 
sion and with the knowledge of only a 
restricted number of employees, pre- 
sents a constant question as to whether 
the end results are consistent with the 
facts and with the method of recording 
in the prior fiscal period. These dan- 
gers indicate that the auditor should 
make greater use of extended proce- 
dures to detect significant frauds and 
that he must develop techniques to ap- 
praise changes in the EDP program. 

More current and continuous availa- 
bility is required of the auditor. System 
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design and changes occur throughout 
the year. Audit tests against the greater 
possibilities of fraud are most effective 
when made on an irregular surprise 
basis. Techniques utilizing the equip- 
ment to test itself usually must be per- 
formed at the time of the processing or 
shortly thereafter before the tape files 
are reused for other purposes. Accord- 
ingly, it appears that the independent 
auditor should consider scheduling his 
work to spread his stay at the client’s 
office over a longer period or make 
more than one interim visit, and estab- 
lishing greater coordination with the 
internal audit staff which is present all 
year. Greater coordination with the in- 
ternal audit staff to the extent of joint 


use of test cases and EDP audit pro- 
grams also provides a means of more 
rapidly recovering the cost of develop. 
ing these techniques. 

Continuation of the trend toward cen- 
tralization of data processing and 
accounting, fewer source documents, 
greater equipment reliability and_ less 
visible end-result information are to be 
expected in the future. Auditing w'll 
require considerably more knowledge 
of the data processing procedures and 
equipment. However. if the auditor 
meets these needs by training and de- 
velopment of more experienced 
sonnel, he will be able to render much 
more effective and efficient service than 
possible prior to the adoption of EDP. 


Inspiration and Fortitude 


It is an honor to have this room and this picture. We accept it in the 
spirit in which it is given. We are grateful to the members of the Haskins 
& Sells Foundation for making these spacious quarters available to us and 
for the opportunity to honor Charles Waldo Haskins’ memory. I would like 
to read again that part of the Resolution of Dedication which states: 


Resotvep: That the Board of Directors formally authorize the 
dedication of the meeting rooms of the Society as the Haskins 
Room in perpetual memory of the man to whom so much is owed. 


May we have the inspiration and fortitude to carry on in his way. 


From an address by Howarp A. Witney, then President 
of our Society, on the occasion of the dedication of the 
Society’s Haskins Memortat Room, April 15, 1959 
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Auditing School Districts 
in New York State 


By Josepu M. CunninGuam, CPA 


In auditing the accounts of a public 
school district in New York State. the 
certified public accountant must con- 
sider many factors which are not pres- 
ent in most other audits. Some of these 
considerations are the same as_ those 
encountered in other states, but some 
are peculiar to New York. This article 
will discuss some of the areas of school 
auditing which differ from other audits 
and from the practices in other states. 
Appended to this article is a list of pub- 
lications to which reference is made in 
the text. 


General Introduction 

Education is considered a_ primary 
responsibility of the states in this 
country. This responsibility is delegated 
by them in great part to local jurisdic- 


JosepH M. Cunnincuam, CPA, a mem- 
ber of our Society's Board of Directors, 
has served as Chairman of the Com- 
mittee on Governmental Accounting. 
He is a past president of the Municipal 
Finance Officers’ Association and has 
recently served as consultant to a neigh- 
boring state in the development of a 
uniform system of accounts for school 
districts. 

The author's varied experience includes 
service as First Deputy Comptroller of 
the City of New York. He is presently 
engaged in practice as a Certified 
Public Accountant in the City of 
New York. 
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tions, and substantial financial aid is 
given by many state governments to 
the local school boards responsible for 
operating public schools. With this 
aid there follows a widely varying de- 
gree of direction or supervision of local 
educational and financial operations. 
State laws and state department of 
education regulations closely define the 
powers and duties of the local boards, 
and often provide for a continuing 
examination and even control of the 
budgeting, accounting, reporting and 
auditing affairs of the local districts by 
state departments. This body of state 
law and regulation fundamentally af- 
fects the scope and content of the inde- 
pendent audit engagement, and in some 
states the law contains specific pro- 
visions concerning the engagement or 
election of auditors. 


Some state legislatures require an 
annual audit and in a few states these 
audits must be performed by certified 
public accountants. In others they are 
performed by local citizens elected or 
appointed for that purpose. In one 
state, the audit must be performed by a 
registered accountant (not necessarily 
a CPA) who receives a certification 
from the department of education as 
qualified to perform such audits. In 
one state, the annual audit of every 
school district is performed by a state 
department which makes no charge to 
the local school district; and in many 
others the state departments have the 
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power to audit in their own discretion 
and to make a large number of audits. 
The national trend, however. is to- 
ward a greater use of certified public 
accountants and a limitation of state 
audits. 

The practice of issuing advisory 
manuals covering the minimum. re- 
quirements of a school audit has been 
adopted by many states: and one state 
at least (New Jersey) has issued regula- 
tions which are mandatory. These mini- 
mum requirements are often ignored by 
elected auditors and by appointed audit- 
ing committees of laymen, but they are, 
of course, considered carefully by certi- 
fied public accountants. However. these 
manuals are “advisory” only as pointed 
out, for example. in the State of Cali- 
fornia “Selected List of Audit Proce- 
dures” (a complete and very extensive 
guide for the auditor) which states that, 
“The publication is not a mandatory 
regulation and is not intended to limit 
the audit program necessary in the pro- 
fessional judgment of the Certified Pub- 
lic Accountant.” The manuals are bind- 
ing on audits made by state employees. 


The New York State Audit Pattern 

The New York State audit pattern 
differs greatly from that of most other 
states. Section 205 of the Regula- 
tions of the Commissioner of Educa- 
tion on financial accounting requires 
the Board of Education “to cause an 
annual audit of the treasurer’s records 
to be made either by a committee of 
three of the board of education or by 
an accountant.” This audit must be 
completed before the board authorizes 
the president to sign the annual finan- 
cial report to the Department of Edu- 
cation. No minimum requirements of 
audit have, to my knowledge, been 
formally issued as a regulation of the 
Commissioner. 

In addition to this audit of the 
treasurer’s records, which is made _ in 
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many cases by CPAs and accountants 
engaged by the local boards, Article 3 
of the General Municipal Law requires 
the State Comptroller to make an in- 
spection and examination of all local 
governments, including schools. which 
in effect, constitutes a second audit. A 
detailed examination is therefore made 
of every school district regardless of 
prior examination by CPAs. Each ex. 
amination made by the State Comptrol- 
ler is generally for a two-year period, 
covers all funds under the control or 
direction of the board, and includes a 
careful scrutiny of all financial transac- 
tions to determine their compliance with 
state law, rules, regulations and policies. 
In this examination, it is the policy of 
the State to give some consideration to 
the prior audit by the CPA, but in prace- 
tice this has little effect on the nature 
of their examination. 


It should be pointed out that the 
stated requirements of the two audits 
are widely different. The audit required 
by Section 205 covers “the treasurer’s 
records” only. The treasurer in New 
York school districts is merely a cus- 
todian of funds, and while he serves 
as a useful part of the system of internal 
check, his required records consist 
simply of cash receipts and disburse- 
ments in journal form and include no 
appropriation or general ledger ac- 
counts. When review of the accounts 
of the treasurer is performed by a com- 
mittee of three of the board, as per- 
mitted by Regulation 205, it will be 
obvious that the scope of the “audit” 
will be extremely limited. This may 
apply also to “accountants” appointed 
by the local board unless they are 
thoroughly qualified. 

If the scope of the audit by the 
CPA who may be appointed is limited 
to a narrow interpretation of Section 
205 of the Regulations of the Commis: 
sioner, then the result will be a cash 
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audit of the simplest nature. This may 
be the nature of a great number of the 
audits which are now performed: but 
the purpose of this article is not to 
discuss this simple type of audit but 
rather to cover the broader type of 
examination which might be made by 
a certified public accountant if author- 
ized by the local school board. 

The audit which is made by the 
State Comptroller is not limited by 
Section 205. but is based on his inter- 
pretation of the meaning of the term 
“examination” in Article 3 of the Gen- 
eral Municipal Law. His examination 
covers all pertinent records of the 
school board, its policies pro- 
cedures: and in volume of work done 
it is said to exceed materially the work 
usually undertaken by CPAs who make 
their audit “in accordance with gen- 
erally accepted auditing standards.” It 
is of interest to point out that in the 
technical terminology of government. 
the Comptroller’s work is not referred 
to as an “audit” but as an “examina- 
tion.” 

No statement of the minimum re- 
quirements of an independent audit is 
available for the guidance of local 
boards of education in New York State 
when appointing auditing committees 
or engaging “accountants.” Such a pub- 
lication, which is available in many 
other states, would be most valuable in 
this state. Its lack makes it most advis- 
able for local school boards to exercise 
extreme care in establishing the terms 
of the audit engagements. 


Scope of Audit 


In case CPAs are engaged. one of the 
first and most important decisions to 
be made by the board and the CPA is 
the determination of the purpose and 
scope of the audit. Besides all the 
usual purposes of the audit of commer- 
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cial accounts, there are some which 
apply particularly to school districts. 
among which might be stated the 
following: 


1. To determine the correctness and 
adequacy of the accounts controlling 
the budget: and compliance with respect 
to local and state budgetary require- 
ments, 


2. To audit the accounts of the ath- 
letic, student activity, and other extra- 
classroom funds under the jurisdiction 
or direction of the board, to ensure 
complete coverage of all funds access- 
ible to board officials. 


3. To review the system of pupil 
statistical accounting. 


4. To review organization and pro- 
cedures with respect to general financial 
management. 

The extension of the audit to cover 
these areas will permit the CPA _ to 
prepare a report which is of maximum 
value to the board, and will permit 
him to offer suggestions and advice in 
the field of financial management 
which can be of material assistance to 
the board. 


Familiarization with State Law 

A further basic factor to consider 
in determining the audit program, is 
the relation of state law to the accounts 
and to the scope of the audit. A CPA 
makes his audit in the light of “gen- 
erally accepted auditing standards” and 
gives his certificate accordingly: but 
in making the audit he is bound by law 
to a very considerable extent. The 
school district operates only under 
authority of the sovereign state, and 
its powers and duties are specified in 
the law and in the regulations of the 
Commissioner based on the law. Every 
act of the local board should be based 
on state law as determined by its coun- 
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sel; hence an audit of value to the 
board of education must take this 
basic fact into account. 

The degree of knowledge regarding 
the law which the independent auditor 
appointed by the school board must 
possess and apply in making the audit, 
is indeed a moot point. To my knowl- 
edge, there is no authoritative statement 
on this subject which has been accepted 
by the professional societies of account- 
ants. It might be well to look at state- 
ments made by various state officials for 
some light on this problem and_ to 
illustrate the wide variations in point 
of view. 

In New Jersey the audit program 
prescribed by the Commissioner of 
Education states that the auditor must 
subscribe to the following declaration: 
“That he is fully acquainted with the 
laws governing the fiscal affairs of the 
school districts of New Jersey.” This 
is indeed a broad requirement. The 
“Guide for School Audits” issued by 
the State of Missouri reads as follows: 
“The auditor is not an attorney and 
cannot state an opinion as to the legal 
affairs of the district; he can only de- 
termine whether clear, major and gen- 
eral provisions of the law affecting 
accounting matters have been generally 
complied with.” Another section of 
these instructions states that, “The 
Auditor should not be expected to 
interpret legal documents;” and_ in 
another: “If questions of law arise, the 
auditor will consult the prosecuting 
attorney for an interpretation of the 
statutory provisions.” 

The Michigan “Program for Audit” 
states: “Before starting a school district 
audit, the auditor should thoroughly 
familiarize himself with the General 
School Laws which govern the operation 
of the class of school districts to be 
audited.” 
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The clear, major and general _provi- 
sions of the law of New York State are 
covered in a general way in manuals 
issued by the Department of Education. 
to which reference will be made later in 
this article, and familiarity with these 
manuals should be sufficient for the 
auditor in most cases. In case of doubt 
on any legal point, it is my personal 
opinion that the auditor is entitled to 
rely on an opinion requested by him 
from the counsel to the local board. 


Responsibilities and Records of 
Treasurer and of School Clerk 


The respective responsibilities and 
records of the school treasurer and 
school clerk for the various funds dealt 
with will be considered before referring 
to the accounts themselves. The gen- 
eral provisions with regard to each 
are stated in the publications of the 
department of education, and may be 
summarized as follows. 

The treasurer’s records consist of cash 
receipts and cash disbursements books. 
The cash receipts record is simple and 
has distribution columns only for (1) 
State Aid, (2) Taxes on Property. and 
(3) Other Receipts. all distinguished by 
funds. No postings are made to a gen- 
eral ledger or receipt distribution col- 
umns, nor is any distinction made be- 
tween revenue and non-revenue receipts. 
The treasurer’s record of cash disburse- 
ments is also a simple one. He is only 
required to maintain a record of total 
disbursements, with no reference to the 
budgetary appropriations of the board. 

With respect to the school clerk, it 
is stated in Financial Pamphlet No. 3. 
entitled “The School District Clerk.” 
that “the clerk is the . . . accounting 
officer of the board of education.” The 
clerk’s accounts are kept in the detail 
necessary for budgetary control. Distri- 
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bution records of receipts and expendi- 
tures are maintained either on columnar 
sheets or in general ledger form. 

The records generally referred to in 
the complete examination of a school 
district are the following: 


Minutes of board and district meetings. 

Treasurer's cash book. 

Clerk’s distribution ledger and record of 
receipts (not required in common school 
districts) . 

Treasurer's receipt books. 

Paid bills, cancelled checks and bank state- 
ments. 

Redeemed bonds and notes, and bond and 
note register. 

Payrolls and individual salary record cards. 

Civil service certification. 

Attendance registers. 

Copies of tuition bills to the district and 
individuals. 

Teachers’ contracts—in districts employing 
less than eight teachers (Sections 3011 and 
3013 of Ed. Law). 

Contracts for transportation, elementary 
tuition and co-operative board services. 

Court orders for tax refunds. 

Accounts pertaining to cafeteria, extra-class- 
room and internal school funds. 


In reviewing the minute book, which 
must contain a complete history of the 
school board proceedings, particular 
notice of the following is advisable: 

Designation of depositories. 

Approval of required undertakings. 

Adoption of the budget and the election of 
school district officials at the annual district 
meeting, with a record of the vote thereon. 

All contracts awarded. 

Acceptance of the annual audit 
where required. 

Treasurer's monthly report. 

Borrowings. 

Other matters relating to school finances. 


reports 


System of Accounts 


The system of accounts used by the 
schools of New York State is based on 
Handbook | of the Department of Edu- 
cation entitled “Accounting and Re- 
porting.” This is one of ten handbooks 
ina School Business Management series 
issued by the Department, which consti- 
tutes a general course of instruction in 
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that field. This excellent series repre- 
sents an outstanding tool for the proper 
management of local schools which has 
not been duplicated by any other state 
of the union. It does not, however. 
constitute a manual of procedure but is 
rather an advisory series. 


It might also be interpolated at this 
point that the State of New York has 
been the leader for several decades in 
the development of school accounting 
and financial management, and its pub- 
lications have had a decisive effect on 
the extensive standardization of school 
accounting which has been developing 
for many years throughout the country. 


The accounts contained in Handbook 
4 are mainly cash receipts and disburse- 
ments accounts, on a single entry basis, 
and in themselves do not constitute a 
uniform system in the sense of the sys- 
tems for municipalities issued by the 
State Comptroller. It is the intention of 
the Department to suggest rather than 
direct, and in the handbook referred to 
it is stated with respect to the accounts 
listed, “In fact they are not mandatory 
account titles insofar as local district 
accounting forms are concerned.” They 
are “recommended” rather than “re- 
quired,” but nevertheless their use is 
necessary if the minimum information 
needed for the budget and the annual 
financial report is to be readily obtained 
from the accounts. 

Since the handbook contains only 
cash receipts and disbursements, and 
since it does not prohibit other accounts, 
the certified public accountant may 
recommend additional accounts to re- 
cord the assets, liabilit'es and surplus 
or fund balance available for appropria- 
tion. Even though the books may be 
kept on a strictly cash basis, as is the 
case in most school districts, the devel- 
opment of the foregoing information for 
inclusion even on a memorandum or 
statistical basis in the accountant’s re- 
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port. is usually desired by the board 
and, of course, is most advisable from 
the auditor's point of view. The scope 
of the audit engagement will. of course. 
he decisive on this point. 

The Federal Department of Health. 
Education and Welfare has recently is- 
sued Handbook II containing a classifi- 
cation of accounts which, like that of 
New York State. is confined to receipt 
and disbursement accounts only. Fur- 
ther handbooks have been promised cov- 
ering “the general ledger, fund account- 
ing. financial statements and other per- 
tinent topics.” Certainly it cannot be 
said that a standard system for the na- 
lion exists until these major fields are 
covered, and the certified public ac- 
countant can be guided in these missing 
areas by standards existing in the mu- 
nicipal accounting field. 

The cash basis of accounting for 
school districts of New York State was 
established when there were in_ this 
State over 8,000 separate school dis- 
tricts. The great majority of these 
schools were too small in themselves to 
require any but the simplest of cash 
records, and even though the number 
has been reduced to around 2.100, the 
cash basis will continue to be the most 
useful for the great majority of rural 
and small districts. Most of the com- 
ments in this article can be read as ap- 
plying only to the larger operations. 

In the area of receipt and disburse- 
ment classification, a reconciliation of 
the major divisions of the New York 
State and federal systems would aid in 
the development of national statistics on 
the cost of education. 


Separation of Funds 

While the accounts in the New York 
State Handbook 1, “Accounting and Re- 
porting,” concern cash accounting: pri- 
marily, it is indicated that certain 
monies must be accounted for in sepa- 
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rate funds: and that some receipt ac- 
counts must’ be provided) which will 
carry forward unexpended balances un. 
Ul disbursed for the particular purpose 
authorized. Memorandum records of 
investments. bond issues and temporary 
loans are also suggested, as well as a 
record of encumbrances outstanding, 

The funds specified in Handbook 4 
are outlined below and are defined in 
relation to cash segregation rather than 
on the basis of accounting principles, 

General Fund, This fund includes all 
monies not elsewhere accounted for, 

Construction Fund. This fund is for 
the proceeds from the sale of bonds or 
bond anticipation notes. inclusive of 
premiums and accrued interest, as well 
as the proceeds from the sale of capital 
notes in excess of $100,000 per issue: 
and for less than $100,000 if not 
ordered to be deposited with the Gen- 
eral Fund cash by the board of educa- 
tion. A separate cash book is recom- 
mended. 

Internal School Funds. This fund 
provides an alternate method (ie., 
apart from the General Fund) of ae- 
counting for “certain ‘revolving’ and 
special types of moneys. Its use is op- 
tional.” The special types of moneys 
which may be included are those which 
“require that identifiable balances be 
carried forward to the credit of the 
particular activities on a continuous 
hasis.” A separate cash book is recom- 
mended. 

Reserve Funds. Two reserve funds 
are provided for as follews: (1) Capi- 
tal Reserve Fund authorized by Section 
3051 of the Education Law. Such funds 
are for particular capital projects; and 
all expenditures properly authorized 
must be made directly from the fund 
accounts. (2) Repair Reserve Fund au- 
thorized by Section 6, Subdivision (d). 
of the General Municipal Law; for 
moneys to be accumulated annually in 
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order to meet future major needs. Ex- 
penditures cannot be made directly 
from the reserve but must be transferred 
to the General Fund for expenditure 
under authorized procedures. 

For the General Fund, cash receipt 
and disbursement accounts are provided 
in some detail in Handbook 4. 

Receipt accounts listed in the hand- 
book include twenty-one items to which 
only brief reference will be made, as 
it is not the intention of this article to 
discuss classification in any detail. A 
few of the major items included are: 

Public money from school treasurer. 

Deductions—non-cash_ receipts (withhold- 
ings from salaries, ete.). 

Federal receipts. 

Tuition receipts. 

Loans. 

Capital notes and/or bonds for buses. 


Disbursement accounts listed “num- 
her ninety-two, divided into the follow- 
ing nine main groups: 

General control (administration) . 

Instructional services—regular day schools. 

Instructional services—special schools. 

Operation of plant. 

Maintenance of plant. 

Auxiliary agencies. 

Fixed charges. 

Debt service. 

Capital outlay. 


The disbursements accounts summar- 
ized above are supplemented by an item 
in the Annual Report form called 
“Moneys Transferred.” If this is as- 
sumed to modify the classification of 
accounts, it provides an opportunity to 
classify a considerable group of transac- 
tions not specifically included in the nine 
main groups of accounts listed. In this 
connection the distinction between ac- 
counts which represent expense and those 
which represent past or future offsets to 
non-revenue receipts should be consid- 
ered by the auditor, as the classification 
does not make this distinction. Unless 
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this distinction is made, the true operat- 
ing deficit or surplus for the year cannot 
be obtained. One of the major distinc- 
tions to be made in this respect is with 
regard to temporary loans for budget 
excesses and borrowings on tax antici- 
pation notes which are covered by 
pledged taxes levied in accordance with 
the budget. 


Other Considerations 


An important element of the school 
audit should be the review of the sys- 
tem of pupil accounting. If this work 
is included in the agreement with the 
board, the scope of the work might well 
be based on the following quotation 
from the guide to school audits issued 
by the State of Missouri: “The audit 
or examination should verify reported 
data concerning pupil attendance... . 
The auditor will desire to examine at- 
tendance records available in order to 
ascertain the accuracy of pupil data of 
the secretary of the board’s report and 
such related pupil data on the district’s 
application for state school money.” 
Since pupil statistics are used in the 
formula for the distribution of state aid 
in New York, the value of an intensive 
check of the system used, and a test 
check of its application will be valuable 
for the board. However, it should be 
stated that this type of work is very 
seldom authorized by boards in this 
state. 

Commissioners of Education in many 
states have asserted that the most im- 
portant function of an audit is to assist 
the local boards to the end that better 
procedures and controls may be estab- 
lished to enable the agency to operate 
more efficiently and, in addition, to make 
suggestions regarding the general finan- 
cial management of the district. They 
caution, however, that the determina- 
tion of educational desirability is not 
the prerogative of the audit process. 
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The reliance placed by some states 
on the audit of school districts by cer- 
tified public accountants has resulted 
in major improvement in school ac- 
counting, budgeting and reporting. In 
the CaLirorniA CERTIFIED PuBLic Ac- 
COUNTANT for August 1956, Eric Me- 
Lachlan, Chief of the Audits Division 
of the State of California, writes: “One 
of the big advantages of the school dis- 
trict program has been the wide knowl- 
edge of school administration and pro- 
cedures and governmental accounting 
that has been gained by the accounting 
profession. This has provided a back- 
log of trained technicians available for 
consultation and advice when needed.” 
A much greater use of CPAs in New 
York State would greatly aid in the 
improvement of school financial man- 
agement in this state. 
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New York State Tax Forum 


Guest Editor—BERNARD BARNETT, CPA 


The 1959 tax laws passed by the State 
Legislature and approved by the Gov- 
ernor represent a significant step in 
conforming the principles underlying 
the taxation of individuals by New 
York State to those contained in the 
Internal Revenue Code. 

The determination of a business cor- 
poration’s entire net income, with 
relatively few adjustments, follows the 
determination of taxable income for 
federal income tax purposes. In the 
field of estate taxation, the New York 
State Tax Law has for a long time 
generally conformed to the federal. 
Some of the significant 1959 changes 
aflecting the taxation of individuals 
were noted in last month’s New York 
State Tax Forum. Other aspects which 
are indicative of the general trend of 
conforming New York State tax prin- 
ciples to federal will be considered in 
the current discussion. 


Declaration of Estimated Personal 
Income Tax 


On or before June 15, 1959, the new 
1959 Declaration of Estimated Personal 
Income Tax (Form IT 2105) must be 
filed. The form, printed on an IBM 


card, and instructions, conform gen- 


Bervarp Barnett, CPA, a past chair- 
man of the Committee on Fiduciary 
Accounting of our Society, is currently 
serving as a member of the Committee 
on Federal Taxation. Mr. Barnett is a 
partner in the firm of Apfel & Eng- 
lander, Certified Public Accountants. 
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erally with those applicable to the 
federal form 1040ES. 


The requirements covering who must 
make a declaration, fiscal-year tax- 
payers, joint declarations, changes in 
income or exemptions, amended declara- 
tions penalties or additional 
charges for failure to pay the estimated 
income tax are all similar to the federal 
provisions. The dates for payments 
are the same as for the federal estimated 
tax. However, because of the late pass- 
age of the new law, the first payment 
for 1959 is due June 15. On that date, 
one-half of the estimated tax is payable. 
The remaining half is to be paid in 
equal instalments by September 15, 1959 
and January 15, 1960. In future years 
the declarations will be due on April 15, 
the same date as the federal return, 
with equal quarterly payments con- 
forming to the federal requirements. 

If the estimated tax for 1959 or a 
later year is less than $40, a declaration 
need not be filed, provided that a final 
New York State income tax return is 
filed on or before January 31 of the 
succeeding year. 

Although for New York State tax 
purposes the normal tax and the net 
capital gains tax are computed separ- 
ately, the declaration must combine 
estimates of both taxes. In determining 
the amount of estimated tax due, pro- 
vision should be made for the special 
credits allowed for 1959. These credits 


Ep. Nore: For an interim period, until a 
permanent departmental editor has been 
selected, this department will be conducted 
by guest contributors. 
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are $10 for a single declaration, $12.50 
for separate declaration of a married 
taxpayer, and $25 for a joint declara- 
tion. 

In calculating the penalty or addi- 
tional 6 percent charge in the event of 
underestimation of tax, the State has 
adopted the 70 percent federal standard. 
Also taken over into State law is the 
method of avoiding the charge for 
underpayment by basing the estimate 
on the prior year’s tax liability com- 
puted on the basis of the current year’s 
exemptions. Because of the forgiveness 
of the 1958 normal tax. however, the 
1957 tax liability is to be substituted 
when this method of avoiding the 
penalty is used for the 1959 declaration. 


Employees’ Stock Options 

The New York State Tax Law has 
been amended to conform the treatment 
of employees’ stock options to that 
contained in Section 421 of the Internal 
Revenue Code. New Section 358-c, 
added to Chap. 60, C.L., provides that 
no income results at the time of transfer 
of stock to an employee pursuant to 
his exercise of a restricted stock option 
if he does not dispose of the stock 
within two years after he was granted 
the option, or within six months after 
the stock was received. The remaining 
provisions of the new statute closely 
follow the federal rules including the 
definition of restricted stock option, 
option price provisions, ete. Section 
208(9)(b) of Chap. 60 has been 
amended by adding subparagraph (7) 
providing that in the computation of 
the corporate franchise tax under Ar- 
ticle 9A “entire net income” is to be 
determined without the deduction of 
any amounts not taxable to the em- 
ployee exercising the restricted stock 
option. 

It is important to note that these 
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new provisions, which were approved 
and became effective April 24, 1959, 
are retroactively applicable to any tax 
year commencing on or after January 
1, 1950. Claims for revision (refund) 
based on the new law should be filed 
promptly for all years not outlawed by 
the statute of limitations. 


Lump-Sum Benefits from Employees’ 
Trusts and Annuity Contracts 
Another amendment to the State Tax 

Law has conformed that statute to the 

federal income tax treatment of lump- 

sum distributions to beneficiaries of 
employees’ trusts and annuity contracts 
purchased by an employer for an em- 
ployee. Sections 359 and 365 of Chap. 

60 have been changed to follow the 

provisions of Sections 402(a) and 

103(a) of the Internal Revenue Code. 

The amendments include a_ provision 

that amounts distributed in one year 

on account of the employee’s death or 
separation from service, in excess of 
amounts contributed by the employee. 
are taxable as capital gains. This 
change is applicable to. returns for 
taxable years beginning on or after 
January 1, 1959, 


Estate Tax Returns 

In addition to increasing the rates 
applicable to the personel income tax, 
the 1959 changes have also increased 
the tax rates to be used in computing 
the New York estate tax. On _ net 
estates up to $50,000 the estate tax has 
been increased to 2%: on net estates 
between $50,000 and $150,009. to 3%; 
on net estates between $150,000 and 
$300,000, to 49%, and in each bracket 
thereafter the rate has been increased 
1 percentage point. Previously, the 
tax was 1% on net estates up to 
$150,000; 29% on net estates from 
$150,000 to $200,000; and 3% on net 


(continued on page 454) 
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Accounting at the SEC 


Conducted by Louis H. Rapparort, CPA 


Business Combinations 


One of the most important pronounce- 
ments on accounting matters issued by 
the AIA was Accounting Research Bul- 
letin No. 48 issued in 1957 by the In- 
stitute’s Committee on Accounting Pro- 
cedure. The bulletin relates to the ac- 
counting problems involved in business 
combinations which have become in- 
creasingly prominent in American busi- 
ness. Pro forma statements are often 
prepared for use in connection with 
business combinations. 

Business combinations may be con- 
summated in a variety of ways: A new 
corporation may be formed to take over 
the assets and operations of two or more 
existing businesses, or one corporation 
may merge into or consolidate with 
another under the applicable state laws. 
The accounting to be followed will be 
determined not by the form of the com- 
bination but by its substance. As the 
Institute bulletin points out, it is im- 
portant to ascertain whether the com- 
bination represents, in effect, (1) a 
purchase, or (2) a pooling of interests. 
The accounting treatment appropriate 
to a purchase may be vastly different 
from the accounting appropriate to a 
pooling. 

When a combination is deemed to be 
a purchase, the assets purchased should 


Louis H. Rappaport, CPA, a partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, CPAs, is the author of 
SEC Accounting Practice AND Pro- 
CEDURE, 
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be recorded on the books of the acquir- 
ing company at cost, that is, cost to the 
purchasing company. When a combina- 
tion is deemed to be a pooling of inter- 
ests. there is no necessity for a new basis 
of accountability. In a pooling the 
carrying amounts of the assets of the 
constituent companies, if stated in con- 
formity with generally accepted account- 
ing principles, should be carried for- 
ward by the continuing company, and 
earned surpluses and deficits of the con- 
stituent companies should be carried 
forward. When a combination results in 
carrying forward the earned surpluses 
and deficits of the constituent com- 
panies, statements of operations issued 
by the continuing business for the pe- 
riod in which the combination occurs 
and for any preceding period should 
ordinarily show the results of operations 
of the combined interests. 


For accounting purposes, a purchase 
is a business combination of two or 
more corporations in which an impor- 
tant part of the ownership interests in 
the acquired corporation(s) is elimi- 
nated or in which other factors requisite 
to a pooling of interests are not present. 
In contrast, a pooling is a combination 
in which the holders of the ownership 
interests become the owners of a corpo- 
ration which, directly or indirectly, 
owns the assets and businesses of the 
constituents, and in which certain other 
factors are present. After a pooling, the 
net assets of the constituents will often 
be held by one corporation. However, 
the continuance of one or more constitu- 
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ents in a subsidiary relationship does 
not prevent the combination from being 
viewed as a pooling if no significant 
minority interest remains outstanding, 
and if there are important reasons for 
maintaining that relationship. 

In determining the extent to which a 
new ownership or a continuity of old 
ownership exists consideration should 
be given to attendant circumstances. For 
example, if relative voting rights, as 
between the constituents, are materially 
altered through the issuance of senior 
securities, a purchase may be indicated. 
Likewise, a plan or understanding to re- 
tire a substantial part of the stock issued 
to the owners of one or more of the con- 
stituents, or substantial changes in 
ownership occurring shortly before, or 
planned to occur shortly after, the com- 
bination, tends to indicate that the com- 
bination is a purchase. Abandonment 
or sale of a large part of the business of 
one or more of the constituents mili- 
tates against considering the combina- 
tion as a pooling. If the management 
of one of the constituents is eliminated 
or its influence upon the over-all man- 
agement of the enterprise is very small, 
a purchase may be indicated. 

Relative size of the constituents may 
not determine whether the combination 
represents a purchase or a pooling, es- 
pecially where the smaller corporation 
contributes desired management person- 
nel; however, where one of the constitu- 
ents is clearly dominant the transaction 
is presumably a purchase. 

The SEC’s Chief Accountant has 
made several observations that are help- 
ful in indicating whether, in the Com- 
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mission’s view, a particular business 
combination represents a purchase or a 
pooling. (“Accounting Aspects of Busi- 
ness Combinations,” address before 
American Accounting Association, Aug- 
ust 27, 1958.) On the matter of con- 
tinuity of management, the Chief Ac- 
countant said: 


Plans for the integration of top manage- 
ment personnel we think are significant evi- 
dence as to the good faith of representations 
that the plan is a pooling and not a purchase. 
Token representation on a big Board of Di- 
rectors may not be very convincing, whereas 
a merger involving a small progressive com- 
pany and a very large company needing the 
particular talents of the officers of the smaller 
company may satisfy the requirement. 


On the matter of relative size, he said: 


As a general proposition we have objected 
to pooling of interest when the equity of the 
smaller company would be less than 5%. 
However, in some situations pooling of inter- 
ests accounting has been accepted when the 
acquiring company’s interest has exceeded 
959% when, for example, the other factors in- 
volved were persuasive and the size and posi- 
tion of the companies were such that any 
other view would, for all practical purposes, 
have the effect of excluding certain industry 
leaders from the pooling of interests dectrine 
entirely. 


On the matter of continuity of inter- 
ests, he said: 


We are particularly concerned with evi- 
dence of intent on the part of all of the 
parties, other than for normal trading in listed 
shares, to retain shares issued to them in the 
exchange or in dissolution of corporations 
which have transferred assets to the surviving 
corporation. Registration under the Securities 
Act of 1933 of shares received in the transac- 
tion or other evidence of intent to dispose of 
them is ordinarily fatal to a pooling of inter- 
ests solution. 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


Conducted by Max Biocx, CPA 


The Complex of Local Privilege 
and Income Taxes 


It is claimed that one of the condi- 
tions that contributed substantially to 
our country’s growth was the great ex- 
panse of territory and large population 
that was free from tariff boundaries. 
Europe, by contrast, was impeded in 
its economic development by its multi- 
plicity of small countries and tariff bar- 
riers. 

However, there has developed in this 
country a multiplicity of trade barriers 
that, if not brought within control, will 
make Europe (especially its Common 
Market) look like a “free trader’s” para- 
dise. These barriers are the increasing 
number of state, county and municipal 
sales, privilege and income taxes that 
are being imposed on goods moving into 
their territory, and, in instances, on 
services too. 


Max BLocx, CPA (N. Y., Pa.), is a 
Jormer chairman of the Committee on 
Administration of Accountant’s Prac- 
tice of the New York State Society of 
Certified Public Accountants. He is a 
lecturer at the Baruch School of Busi- 
ness and Public Administration of The 
City College of New York in the gradu- 
ate course on Accounting Practice. Mr. 
Block is a member of the firm of An- 
chin, Block & Anchin. 
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Recent action by the U. S. Supreme 
Court virtually has given a green light 
to all governmental entities to tax busi- 
ness that directly or indirectly comes 
within their borders. Whereas privilege 
taxes may fall afoul of the interstate 
commerce restraint clause, income taxes 
apparently are legal. As a result there 
may be expected a spate of new local 
taxes on interstate commerce and a bol- 
stering of those that are constitutionally 
weak. 


Accountants are very much involved 
in this development in several respects. 
As tax advisors they have some obliga- 
tion to their clients to inform them of 
the tax implications of doing business 
in other states. What constitutes doing 
business in each domain is a question 
that a lawyer must answer, but the ac- 
countant may be the one to raise it. 
What tax returns must be filed, and the 
determination of the tax liabilities, are 
questions that ultimately will call for 
action by him. 


To keep informed on the constantly 
increasing number and variety of such 
laws, the practitioner is hard pressed to 
find the time for the necessary reading 
and studying, and for the application of 
the tax provisions to his various clients. 
Where a practitioner’s organization is 
large enough to include a state and local 
tax specialist, the problem is obviously 
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much reduced. Even in such cases a spe- 
cialist may have difficulty in keeping up 
with the flow of tax materials and their 
application in individual cases. 

Clients who look to their accountants 
for economic guidance need to be in- 
formed about the possible desirability of 
incorporating in various states, if re- 
search will support this action. Pricing 
will be affected by the necessity of ab- 
sorbing certain local taxes. Finally, 
where the seller must collect taxes from 
customers and transmit to various tax 
departments, the problems of determin- 
ing where tax applies and the amount 
to be added to each bill are a system 
challenge of no minor complexity. 

Methods of doing business may re- 
quire revision to avoid excessive tax 
costs. It may be advisable in some in- 
stances to avoid the use of salesmen or 
mail orders and utilize jobbers. In some 
spots it may be expedient to set up a 
distribution depot or to close one. Some 
areas may just be too expensive for low 
margin business. These are questions 
involving tax cost, marketing, and busi- 
ness judgment problems that account- 
ants must grapple with where they are 
expected to deal with them. 

Many small practitioners are in a 
inost difficult position to individually 
cope with this broad, growing problem. 
Cooperation from state societies, and 
amongst groups of practitioners, is vir- 
tually a necessity to deal with the situa- 
tion effectively. 


Exchange of Credit Information 
Between Banks and Mercantile 
Concerns 


By joint action of the Robert Morris 
Associates and the National Association 
of Credit Management a statement of 
principles governing the exchange of 
credit information was evolved in 1955. 
Inasmuch as accountants often get into 
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the middle of such situations. they 
should all know the details of this ac- 
cord, and they are here reproduced. 
“The first and cardinal principle in 
the exchange of credit information is 
absolute respect for the confidential na- 
ture of inquiries and replies, and of 
the identities of inquirers and sources. 


“Written inquiries should be by direct 
communication, manually and responsi- 
bly signed and should correctly give 
name and address of the subject of in- 
quiry. When an inquiry is made in 
person or by telephone, the inquirer 
should satisfactorily identify himself. 

“Every inquiry should indicate spe- 
cifically: amount involved, reason, terms, 
availability of background information 
and whether source was given as refer- 
ence. If inquirer’s bank is used, the sub- 
ject’s bank of account should be named 
if known. When multiple bank inquiries 
are made, it should be so stated, and 
if to banks in the same locality their 
names given. 


“File revisions should be undertaken 
only when necessary, and such inquiries 
should contain an expression of experi- 
ence if appropriate. 

“When inquiries are made on behalf 
of their parties it should be clearly 
stated but the identity of the other party 
must not be disclosed without permis- 
sion. 


“Replies should be prompt. If written 
they should be manually and responsi- 
bly signed, and as complete as possible. 
consistent, however, with the amount 
and nature of the inquiry. Specific 
questions should be answered if practi- 
cable. 

“If confidential nature of relationship 
with subject prevents disclosure of de- 
sired information, answers should so 
state. 
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Administration of 


“This statement rests upon two funda- 
mentals: confidence and considerateness. 
The principles that it embraces relate 
to one or the other of these fundament- 
als, and they are therefore grouped 
under those two headings. 

CONFIDENCE 

“Credit information is confidential. It 
is intended solely to assist an actual or 
bona fide prospective creditor to reach 
a decision in a genuine credit problem. 
Any other use of it is a breach of con- 
fidence and of this Statement of Princi- 
ples. Credit information is not for com- 
petitive use. 

“The source of credit information is 
confidential. The identity of the source 
of information deserves the same con- 
fidence as the information itself, and 
should not be revealed to anyone includ- 
ing the subject of inquiry. 

“The identity of a credit inquirer is 
confidential. By the very fact of an 
inquiry. and to the extent that experi- 
ence is stated, an inquirer has in a sense 
revealed credit information which de- 
serves the protection of confidence. This 
applies equally to inquiries for one’s 
own use and to those made on behalf of 
others. 

“Exceptions should be only by per- 
mission. If it is necessary to use credit 
information for a purpose other than 
stated, or the identity of an inquirer or 
source is to be revealed it should only 
occur with permission of the parties 
who would ordinarily be entitled to the 
protection of confidence. 

“A betrayal of confidence invites a 
denial of future consideration. Other- 
wise the entire voluntary structure of 
cooperation supporting the exchange of 
confidential business details is in danger. 

CONSIDERATENESS 

“An inquiry should clearly describe 
the subject, state its object and scope, 
and show that it is made responsibly. 
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“Name and address of the subject 
should be completely correctly 
stated. The reason and amount involved 
are essential. The identity of the in- 
quirer should be established in letter in- 
quiries, including firms, by manual, not 
facsimile, signature. It is acknowledged 
basic courtesy to enclose a stamped ad- 
dressed return envelope. 

“Sharing experience is helpful. When 
seeking information, it imparts a sense 
of confidence in the source of informa- 
tion and may well resuit in a more 
complete reply. 

“Unnecessary file revisions and dupli- 
cate bank inquiries should be avoieed. 
File revisions should relate to seasonal 
requirements, and usually from several 
months to a year is deemed adequate 
except in case of adverse experince. Un- 
less addressing the customer’s banks of 
account only for the experience of each, 
inquiries should be confined to one bank 
and to avoid duplicate checking. 

“Inconsiderate inquiries invite incon- 
siderate replies. Thus unsigned form 
letters without reason or amount cannot 
inspire full sharing of credit informa- 
tion. 

“A reply should be made promptly 
and be adequate for the inquiry. The 
identity of the inquirer, the relationship 
to the subject. and the object and scope 
of the inquiry should govern the com- 
pleteness of the reply, which should be 
as full as circumstances deserve. If in- 
formation is withheld as being in confi- 
dence. the fact should be stated. A 
letter reply should be signed in the same 
manner as a letter of inquiry.” 


Difficulties in Communication 


The problem of communication is one 
that is most intriguing and, because it 
affects virtually everyone, it is recog- 
nized by perhaps relatively few. Poor 
communication is responsible for con- 
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siderable economic loss each year and 
accounts for many tragedies and unhap- 
piness in personal relations. 

A fellow accountant turned researcher 
and author in other fields, Mr. Stuart 
Chase, has written two books on the 
subject of semantics. In another book 
entitled “Some Things Worth Knowing” 
he devotes a short chapter to language 
and points out certain inadequacies of 
language to convey intended messages. 
One point of unusual interest is that an 
analysis of the 500 most used words 
disclosed that they have 14,070 separate 
meanings, an average of 28 for each 
word. 

Accountants are involved in much oral 
and written communication pertaining 


to staff operation, financial statements, 
special reports, and various correspond. 
ence. Accuracy is vital in accountants’ 
communications. The choice of the cor- 
rect words, their logical grouping in 
phrases and sentences. and the logical 
continuity of sentences and paragraphs 
are all vital to good communication, 

An ever vigilant consciousness of the 
inherent difficulties in the communica- 
tion of messages and thoughts is a first 
step in their amelioration. Continuous 
development of vocabulary, grammar 
and style knowledge should serve to 
reduce the causes of poor communica- 
tion to a normally unavoidable mini- 
mum. 


New York State Tax Forum 


(continued from page 448) 


estates from $200,000 to $300,000. 
The highest rate is now 21 percent for 
net estates in excess of $10,100,000. 
These changes in rates are applicable 
to estates of decedents dying on or 
after April 1, 1959. 

The personal and life insurance ex- 
emption provisions are unchanged. 
These are deductible only against the 
first $150,000 of the net estate when 
computing the tax. Under the new 
law. therefore, the exemptions will 
effect savings of tax in the 2 percent 
and 3 percent brackets, instead of in 
the 1 percent bracket as in prior years. 
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Proposed Constitutional Amendment 


The State Legislature adopied on 
March 25, 1959 a concurrent resolution 
that the State Constitutien be amended 
to adopt the federal definitions of in- 
come for purposes of New York State 
taxation of personal, unincorporated 
business and corporation income. The 
proposed amendment will have to be 
submitted for approval to the electorate 
at the general election to be held this 
year. It would appear that the long- 
hoped-for conformity of federal and 
New York State tax principles is 
beginning to be realized. 
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Payroll Tax Notes 


Conducted by SAMUEL S. Ress 


Employees’ Expenses and Taxable 

Wages 

The basis of computation of taxable 
wages under the Unemployment Insur- 
ance Law was the subject of a recent 
decision handed down by the Appel- 
late Division of the Supreme Court of 
the State of New York in the Third 
Department. In the matter of the claim 
for benefits under article 18 of the 
Labor Law made by Eugene Slavin, 
claimant, and Ballet Russe De Monte 
Carlo, Inc., employer-appellant, 
dancer with a ballet company on tour, 
received compensation of $100 a week. 
He claimed that his actual traveling ex- 
penses exceeded $50 a week and _ re- 
quested the employer to deduct federal 
withholding tax on the basis of $50 
a week, 


The dancer was employed under a 
standard agreement of the American 
Guild of Musical Artists. Each week he 
signed the payroll sheet of the employer 
and submitted a certificate of expenses 
for the $50 traveling expense item to 
the employer. However, when he ap- 
plied for unemployment insurance bene- 


SamueL S. Ress, an associate member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City spe- 
cializing in payroll taxation and labor- 
management matters. 

Dr. Ress is a member of the Society's 
Committee on New York State Taxation 
and chairman of its Subcommittee on 
Unemployment Insurance. 
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fits he claimed that his average weekly 
wage should be based on remuneration 
of $100 a week and not on the basis of 
$50 a week as reported by the em- 
ployer. Both the referee and the Un- 
employment Insurance Appeal Board 
sustained the claimant and awarded him 
benefits on the basis of weekly remun- 
eration of $100. The employer had re- 
ported the claimant’s earnings for state 
unemployment insurance and withhold- 
ing taxes at $50 a week to the State 
of New York and to the federal Internal 
Revenue Service, and faced additional 
payroll tax assessments and greater 
benefit charges against the experience 
rating account. 

In its decision of July 31, 1958, the 
court held in favor of the employer 
and reversed the Unemployment Insur- 
ance Appeal Board. The court found 
that the practice of allocating part of 
the compensation as reimbursement of 
expenses, having been recognized by 
both the employer and the employee 
and having been known to the em- 
ployee’s union and approved in a re- 
port of a payroll examiner of the Di- 
vision of Employment of the New York 
State Department of Labor, the em- 
ployer’s contributions were properly 
based on the amount of the employee’s 
weekly compensation after deduction of 
the expenses, and the employee’s bene- 
fits should be computed on that amount. 


Vacation Pay During A 

Shutdown Period 

Recent decisions of the Unemploy- 
ment Insurance Appeal Board interpret 
the newly enacted provisions in the stat- 
ute relating to the right of claimants 
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to receive both vacation pay and unem- 
ployment benefits during vacation 
shutdown period. 

In Appeal Board Case No. 67.020-58. 
benefits were awarded to the claimant 
on the ground that a period of shut- 
down of operations for economic. rea- 
sons is not converted into a vacation 
period when the employer grants a 
worker's request for vacation with pay 
during the shutdown. The Appeal Board 
pointed out that the controlling statute 
in this case, Section 591.3 of the Unem- 
ployment Insurance Law, as amended 
March 26, 1958. provides that a vaca- 
tion period during which no_ benefits 
shall be payable to a claimant is a 
period: 

“1. During which a claimant has a 
temporary respite from work: and 

“2. For which entire period such 
claimant is given a vacation payment 
or allowance by his employer directly, 
even if such payment or allowance be 
deemed to be remuneration for prior 
services rendered as an occurred con- 
tractual right; and 

“3. Where such 
stantially fully employed by such em- 
ployer both during the last workweek 
before and the workweek immediately 


claimant is  sub- 


following such period.” 

In this case, the initial determina- 
tion awarding benefits to claimant 
states that the plant closedown was 
due to lack of work during the week 
beginning May 26, 1958, and was not 
a vacation period as defined in Section 
591 subsection 3(f) of article 18 of 
the New York State Labor Law. 

The statute also provides that the 
vacation period” as used in Sec- 


term 
tion 591.3 means the time designated 
for vacation accordance 
with the collective bargaining agree- 
ment or the employment contract. or 
by the employer and the claimant. his 
If either 


purposes in 


union or his representative. 
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the collective bargaining agreement or 
the employment contract is silent as to 
such time, or if there be no collective 
bargaining agreement or employment 
contract, then the time so designated in 
writing and announced to the employees 
in advance by the employer is to be 
considered such vacation period. 

In the present case the referee found 
that the period in issue was a vacation 
period because claimant had made a 
formal request to take part of his vaca- 
tion in that week, and that the employer 
had complied therewith. The Appeal 
Board however reversed the referee. 
It found that the statutory definition 
requires as an essential element of a 
vacation period that it be a_ period 
during which claimant has a temporary 
respite from work. If a layoff for lack 
of work occurs immediately before or 
immediately after the paid vacation 
period, the claimant becomes entitled to 
benefits both for the layoff period and 
the paid vacation period. 

It becomes most important to prevent 
excessive benefit charges to the employ- 
er’s experience rating account because 
of benefits claimed by claimants who 
are also the recipients of vacation pay. 
If the plant is shut down for lack of 
work either in the week immediately 
before or in the week immediately 
after the vacation period, then the 
claimant may be eligible to collect 
benefits both for the layoff period and 
for the paid vacation period. If the 
entire plant collects unemployment in- 
surance benefits during a paid vacation 
period of two or three weeks it will 
be impossible for an employer to obtain 
a reduced contribution rate. It may 
also result in converting the employers 
experience rating account to a negative 
account with the strong possibility of 
having a 3 percent rate assigned for 
one year to be followed by a 3.2 per 
cent rate for a following year. 
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Decisions and Rulings — Ricuarp CPA 


Commentary 


— Committee on Federal Taxation 


Chairman. Hersert M. MANbdELL, CPA 


Decisions and Rulings 


More on Net Worth Method 

The Sixth Circuit Court of Appeals 
continues assiduously to observe the ad- 
monition of the Supreme Court (in //ol- 
land v. U. S., 1954, 348 U.S. 121) that 
“the use of the net worth method is 
fraught with danger for the innocent 
and that the courts must closely scru- 
tinize its use.” 

In the instant case, the Commissioner 
had asserted additional taxes based upon 
unreported income computed by the net 
worth method. However, the examin- 
ing agent found some $80,000 of re- 
ceipts which were not accounted for 
and added it to the amount computed 
under the net worth method. This the 
Court would not countenance, and said 
that: “Where the ‘net worth’ method is 
used to compute net income, actual re- 
ceipts are not taken into account. The 
increase in net worth adjusted for al- 
lowable depreciation plus the non-de- 
ductible personal expenses, constitute 
the net income for the year.” The 
Court pointed out that in failing to fol- 
low that method, the government must 
have had duplication in its results. 


1959 


The Court also rejected the Commis- 
sioner’s assertion that the burden was 
on the taxpayer to prove the amount of 
the duplication, pointing out that the is- 
sue was not one of the “burden of 
proof,” but was “the question of deter- 
mining whether under the particular 
circumstances . . . the evidence, or the 
lack of evidence, considered as a whole 
in the light of the warnings given to us 
in Holland vy. U. S., supra, was of such 
a character as to rebut the presumption 
that the Commissioner’s deficiency de- 
termination was correct.” Since there 
was obviously duplication in the results 
obtained by the Commissioner, — his 
treatment of the $80,000 was not pre- 
sumptively correct. (Polizzi et al Vv. 


Commissioner, CA-6, 4/2/59.) 


Automobile Rentals and Section 1231 


In the last two issues, this Depart- 
ment has reported on conflicting court 
decisions on depreciation and_ salvage 
value in the cases of automobile dealers 
and automobile rental businesses. In the 
last case we discussed, U. S. v. Massey 


Motors, Inc. (CA-5, 2/26/59), the Cir- 
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cuit Court of Appeals allowed an auto- 
mobile dealer to report as capital gains 
under Section 117(j). IRC 1939 (simi- 
lar to Section 1231, IRC 1954), the 
sales of cars which were used by its ex- 
ecutives and employees on company 
business. In a recent case, the Tax 
Court has held that a taxpayer, whose 
business combined that of dealer and 
rental, realized ordinary income on the 
sales of rented cars. 

The taxpayer rented its cars under 
contracts which provided an option for 
purchase and application of the monthly 
rental payments against the purchase 
price. The taxpayer claimed that its in- 
come from rentals was a major portion 
of its income and that, therefore, the 
cars which were sold under the rental 
options and the cars which it sold to 
other than lessees after being rented, 
constituted property used in its trade 
or business. It maintained that it was 
not property held “primarily for sale 
to customers in the ordinary course of 
trade or business.” The Court held 
otherwise. It said that the capital gains 
provisions are, in effect, a relief meas- 
ure and must be narrowly construed or 
else their relief would become a wind- 
fall. It disregarded the comparison 
between the rental income with the total 
income as a criterion in and of itself, 
and determined that the rental cars in 
question were held primarily for sales 
to customers. Thus, the gain therefrom 
constituted ordinary income. (Greene- 


Haldeman, 31 TC No. 134, 3/31/59.) 


Ricuarp S. CPA, has been a 
member of our Society since 1940. He 
is a member of the Committee on Fed- 
eral Taxation and of the Committee on 
Publications. Mr. Helstein is associated 


with J. K. Lasser & Co. 
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Expenses Incurred in “Carrying On” 

a Business 

It has been held that investigatory ae. 
tivities in order to determine whether 
or not to enter into a trade or business 
did not constitute “carrying on” a trade 
or business. (Rev. Rul. 57-418. IRB 
1958-3, 8.) It has also been held that the 
termination of a business does not con- 
stitute the “carrying on” of a trade or 
business. (Gene Cluck et al, 29 TC— 
No. 2.) And it has been ruled that 
maintaining a business in suspension 
while awaiting a license necessary to the 
operation does not constitute the “carry- 
ing on” of a trade or business. (7. E. 
Penton vy. U. S. A., USDC East. Tenn.. 
7/1/57.) It is now held that the inter- 
est paid upon a debt incurred through 
the purchase of an interest in a_busi- 
ness, is not an expense incurred in the 
“carrying on” of a business. 

The taxpayer in this case purchased 
a share in a going business. There was 
down payment and the balance was to 
be paid in semi-annual installments 
together with interest on the unpaid 
balance. The taxpayer, claiming that 
the interest was incurred. as a business 
expense, attempted to deduct it from 
gross income in the computation of his 
adjusted gross income. The Court held 
that he could not do this since “the ob- 
ligation is similar to personal obligation 
which a taxpayer might incur in ac- 
quiring shares of stock in a corporation 
...” and that it is “comparable to ex- 
pense which a taxpayer might incur in 
preparing to enter into a business . . .” 
(Robert J. Wallendal et al, 31 TC No. 
127.) 


Oil and Gas Leases 


A taxpayer leased property for 10 
years in return for which he was to re- 
ceive certain royalties on gas and oil 
produced. As consideration for his 
part in the lease, the taxpayer received 
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cash and nine negotiable notes due an- 
nually in the years succeeding the year 
in which the lease was signed. The 
cash represented less than 30 percent 
of the total consideration. The taxpayer 
claimed that this was a casual sale of 
property which could be reported on 
the installment basis. 

The Tax Court upheld the Commis- 
sioner in his determination that a lease 
of oil and gas properties was not a 
sale, citing Burnet v. Harmel (1932, 
287 U. S. 103). In that case the facts 
were similar except that no notes were 
involved. That taxpayer argued that 
there was a sale of property. i. e., the 
oil and gas in place, and that, further, 
the bonus payment could not be con- 
sidered ordinary income or advance 
royalties since, not being dependent 
upon amount of oil and gas produced, 
it was not subject to depletion allow- 
ances. The Supreme Court disagreed, 
holding that all that passed was the 
right to exploit the land, and that title 
to the minerals was but an incident and 
that the royalties, including the bonus 
(which it held, was subject to depletion 
allowances). were income similar to 
rent. 

In the instant case, since no sale was 
involved there could be no capital gain 
and, of course, no installment reporting 
of income. It further held that the notes 
received constituted ordinary income in 
the year of their receipt to the extent 
of their fair market value. It stated that 
these payments, i. e., the cash and the 
notes, represented a bonus royalty pay- 
ment in advance and as such were tax- 
able in the year of receipt. (Harry L. 
Barnsley, 31 TC No. 130, 3/31/59.) 
Holding Period of Gifts Made 

in Contemplation of Death 

A taxpayer acquired by gift. prop- 
erty which he sold after holding it for 
more than six months. However, less 


than six months before the date of sale, 
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the donor died and the property was 
included in his gross estate as a gift 
made in contemplation of death. 

Under Section 1014 and Regulations 
1.1014-2(b), the basis of the property 
in the hands of the taxpayer is the 
value at the date of the decedent’s death 
(or the optional valuation date, if ap- 
plicable). Hence, in determining the 
holding period, none of the provisions 
of Section 1223 apply (including the 
tacking-on-period since the basis is not 
determined by reference to the basis in 
the hands of the donor}. 

Stating that the commencement date 
of the donee’s holding period need not 
coincide with the basis valuation date 
of the property, the Commissioner has 
ruled that the holding period com- 
menced on the date of the gift. (Rev. 
Rul. 59-86, IRB 1959-11, 40.) 


Casualty Losses and Involuntary 

Conversions 

The Internal Revenue Service has 
issued a pamphlet explaining the de- 
ductions to which taxpayers are entitled 
under Section 165(c), IRC 1954, on 
account of property loss resulting from 
accident, fire, storm, drought, ship- 
wreck, other casualty or from theft. It 
sets forth the Commissioner’s position 
on what constitutes such a loss, what 
evidence is required, how to compute 
the loss. how the loss affects income and 
how the loss is to be handled if it ex- 
ceeds income. The pamphlet, which 
also discusses the treatment of involun- 
tary conversions, is Internal Revenue 
Service Publication No. 153 (Rev. 
2-59). 


Partially Exempt Dividends 


The Internal Revenue Service has an- 
nounced that it will no longer issue 
rulings indicating its tentative approval 
as to which portions of dividends of 
certain corporations are return of capi- 
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tal and therefore not taxable as ordi- 
nary income (TIR 3/27/59). 
Actually this will make little practical 
difference since the rulings have always 
been subject to adjustment upon audit 


of the corporation return and the proba- 
bilities are that the distributor will con. 
tinue to advise the shareholders as to 
its estimate of the taxable status of the 
dividends. 


Commentary 


Subchapter S and Sale of an 
Instalment Obligation 


A real estate corporation some years 
ago sold its only asset. an apartment 
building, taking back a purchase money 
mortgage. Every year since then, the 
corporation has been paying tax on the 
instalment profit received and the in- 
terest on the mortgage (which exceeds 
20 percent of the gross receipts). The 
two stockholders allow the 
tion to accumulate its profits because 
they are reluctant to pay an additional 
tax on a dividend distribution. The 
corporation has an opportunity of sell- 
ing the mortgage at a 25 percent dis- 
count. 


corpora- 


May it elect to use Subchapter S so 
that the stockholders can report the pro- 
fit on the sale of the mortgage and 
withdraw such profit? After the pro- 
posed sale, the sole asset of the cor- 
poration will be cash in the bank. May 
it then be liquidated and the  stock- 
holders pay capital gains tax on the 
amount of the accumulated earnings 
over and above the amount reported 
under Subchapter S? 

Subject to regulations. the corpora- 
tion might so elect provided the gross 
receipt test can be met. In the year of 
sale of the mortgage, the profit on the 
sale (difference between basis and sell- 
ing price) would probably represent al- 
most 100 percent of the corporation’s 
income. However, is the profit a “gain 
on the sale of securities” which is one of 
the prohibited types of gross receipts? 


460 


The proposed regulations refer to the 
regulations under the personal holding 
company sections for the definition of a 
“security.” Under this interpretation, 
a mortgage. which is usually accom. 
panied by a bond, is a security. 

However, the Code provisions refer: 
ring to disposition of instalment ob- 
ligations provide that any gain result- 
ing from the sale thereof shall be con- 
sidered as resulting from the sale or 
exchange of the property in respect of 
which the instalment obligation was tre- 
ceived by the taxpayer. It would seem 
that this statutory provision should con- 
trol and. consequently, the gain would 
not be from the sale of a security but 
would be considered as a gain on the 
sale of the apartment building. There: 
fore, the gross receipts would be. the 
selling price of the mortgage and the 
corporation would meet the gross re: 
ceipts test. 

The stockholders may draw out the 
amount of capital gain which would 
pass through to them under Subchapter 
S. What is not so clear is whether the 
corporation can be liquidated and _ the 
cash representing the basis of the mort- 
gage drawn out. The proposed regula- 
tions provide that a corporation is nol 
eligible to make an election if it is in 
the process of complete or partial liquid- 
ation, or if it contemplates such liquida- 
tion in the near future. These regula- 
tions seem to go far beyond the intent 
of the statute. Probably the best advice 
that can be given is for the corpora: 
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tion to continue its corporate existence, 
investing its cash, perhaps in tax ex- 
empts, at the risk of personal holding 
company classification, and ter- 
minate its existence after a period of 


time. 


Sequence of Gifts Affects 

Basis of Property 

The Technical Amendments Act of 
1958 added a new provision which pro- 
vides for increasing the basis of prop- 
erty received as a gift by the amount of 
the gift tax. However. the total adjusted 
basis is limited to an amount not to 
exceed the fair market value of the 
gift as at the date of the gift. When 
several gifts are made by the same 
donor during a given year, the Code 
provides for an allocation of the total 
gift tax to the various items of property 
involved. In addition, the Congressional 
Committee Reports state that where more 
than one gift of a present interest in 
property is made to the same donee 
during a calendar year, the annual 
$3,000 exclusion is to be applied to the 
first of such transfers made in point of 
time. Thus, if an unmarried donor 
makes two gifts to one donee in a given 
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year, the first gift consisting of securi- 
ties valued at $3,000, and the second 
eift consisting of $3,000 in cash, the 
entire gift tax paid would be allocable 
to the second gift of $3,000 in cash. 
Since the Code limits the amount of 
basis, in any event, to the fair market 
value of the property on the date of the 
eift, none of the gift tax paid would 
serve to increase the basis of any of 
the gifts during the year. 

Consequently, where a donor is mak- 
ing several gifts to one donee during 
any one calendar year and where one 
of the gifts is to be cash, it is suggested 
that the cash gift be given first and the 
gift of other property be given at a 
later date. In this manner, the $3,000 
annual exclusion will be applied against 
the cash gift, and any gift tax paid will 
be available to be added, to the greatest 
extent possible, to the basis of the other 
property. 


Do Instalment Gains Escape Tax in a 
Section 334(b) (2) Liquidation? 
Under Section 453(d) of the Code, 

rules are established which have the ob- 

jective of requiring the distributor of 
instalment obligations to report previ- 
ously unreported gross income from in- 
stalment sales. Exception is made for 
certain distributions where a distributee 
receives the instalment obligations in a 
tax-free transaction, apparently under 
the theory that the distributee will step 
into the tax shoes of the transferor and 
will itself be required to report the 
previously unreported instalment gross 
income. One of the specific transac- 

tions enumerated under Section 453(d) 

(4) under which the transferor does not 

recognize gross income in the case of 

instalment obligations is a liquidation 
under Section 332, which covers liquida- 
tions of controlled subsidiaries. 

A unique problem arises under the 
following circumstances. Assume Com- 
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pany 4 purchases 100 percent of the 
stock of Company B from B's  stock- 
holders. Shortly thereafter, Company B 
is liquidated into Company A. Assume 
further that the liquidation is one in 
which the basis to Company 4 of as- 
sets acquired from Company B will be 
determined under Section 334(b) (2). 

In spite of the fact that basis may be 
determined under Section 334(b) (2) 
such a liquidation nevertheless is one 
coming clearly within the provisions of 
Section 332. Therefore, the liquidated 
corporation would apparently not real- 
ize gross income on the distribution of 
its instalment obligations by reason of 
Section 453(d) (4). However, the in- 
stalment obligations received by Com- 
pany 4A would take on a tax basis de- 
termined by allocating the purchase 
price of Bs stock over the assets re- 
ceived in the liquidation. Thus, in the 
normal case, the instalment obligations 
would receive a step up in basis to re- 
flect fair market value, assuming that 4’s 
purchase price of the stock was based in 
large part on the fair market value of 
B’s underlying assets. 

The result seems to be that neither 
corporation would ever report as gross 
income the deferred gross profit which 
had not been reported by B. The regula- 
tions offer no clarification of this point. 
merely paraphrasing the provisions of 
the Code itself. 


Factors to Be Considered in Allocating 
Administration Expenses 


Although accountants serve many 
functions in connection with the tax 
planning of estates and trusts, one of 
their most important duties is to assist 
in the determination of whether ad- 
ministration expenses should be claimed 
on the estate income tax return or on 
the estate tax return itself. This de- 
termination is usually based on com- 
putations of the greatest tax saving 
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available. The effect of two items of 
relatively recent origin must be borne 
in mind in connection with these com. 
putations. 

If an estate has tax-exempt interest, a 
pro-rata portion of the administration 
expenses may not be deducted for in- 
come tax purposes. This fact has often 
influenced the decision as to where de- 
ductions should be taken in favor of 
the estate tax return. The Internal Rey- 
enue Service has recently held in Rey- 
enue Ruling 59-32 that the portion of 
an administration expense which is not 
deductible for income tax purposes be- 
cause, under the allocation rules, it is 
attributable to tax-exempt interest may, 
if otherwise qualified, be deducted for 
estate tax purposes. Therefore, if it is 
more advantageous to claim a dedue- 
tion on the income tax return, the por- 
tion disallowed thereon will no longer 
change the decision. The full tax ad- 
vantage will be derived out of the in- 
come tax deductible portion and _ the 
balance can be deducted on the estate 
tax return. 

The effect of the estate tax marital de- 
duction has also in the past influenced 
the choice of the return on which ad- 
ministration expenses were deducted. If 
the will provided for a formula marital 
deduction—that is, an amount equal to 
one-half of the adjusted gross estate— 
any amount by which the adjusted gross 
estate is increased will also increase the 
marital deduction by one-half thereof 
and only increase the net taxable estate 
by the other half. Therefore, if an ad- 
ministration expense is claimed on the 
income tax return and not on the es 
late tax return, it has been thought that 
the taxable estate is only increased by 
one-half thereof, with the effect that the 
estate tax cost of claiming the expense 
on the income tax return is reduced. 
The Internal Revenue Service has ruled 
(Revenue Ruling 55-643) that this con- 
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clusion is correct, and it has often been 
the determining factor in claiming a 
deduction on the income tax return. 
As a result of a New York Surrogate 
Court case (Levy's Estate, 167 N.Y.S. 
Ind 16. Surr. Ct., 1957). the Inter- 
nal Revenue Service in New York is 
maintaining that the marital deduction 
is not increased because of an increase 
in the adjusted gross estate resulting 
from the claiming of deductions on the 
income tax return, even though the will 
contains a maximum marital deduction 
formula clause. The reason for this is 
that in the Levy case it was indicated 
that, under New York State Law, the 
Court did not think that the portion of 
the estate going to the surviving spouse 
should be increased merely because an 
administration expense deduction was 
claimed on one return rather than on 
another. Such a result, according to 
the Levy case, would be unjust to the 
residuary beneficiaries. It should be 
noted, however. that a will can be writ- 
ten to direct a result contrary to the 
Levy case which would, of course, be 
followed by the Commissioner. 
Although the conclusion of the Serv- 
ice is based primarily on this one case, 
this position must be considered in de- 
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termining whether a deduction should 
be claimed on the income tax return or 
the estate tax return. 


Unreasonable Deficiencies May 
Result From Test Audits 
on Federal Excise Taxes 


As a result of the large volume of 
transactions in the retail field, the Inter- 
nal Revenue Service must adopt some 
testing device for arriving at proposed 
additional assessments of federal excise 
taxes. Practitioners may be especially 
helpful to clients in this area by re- 
viewing the proposed additional assess- 
ment for reasonableness. Generally. 
the Service will compute the tax for 
the period of audit, which may be 
several years, by computing an error 
factor for a short test period and multi- 
plying the error factor by the taxes paid 
in the audit period. 

If this approach is not reviewed and 
evaluated by the accountant, it may be 
possible that the proposed deficiency 
will be overstated. In many cases the 
accountant may be able to effect con- 
siderable savings to his client by mak- 
ing independent tests utilizing different 
test periods or, where possible, more 
complete analyses of the records. 
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